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MUTUAL FUND TRADING ABUSES 


TUESDAY, JUNE 7, 2005 

House of Representatives, 

Subcommittee on Commercial 
AND Administrative Law, 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 4:05 p.m., in Room 
2141, Rayburn House Office Building, the Honorable Chris Cannon 
(Chair of the Subcommittee) presiding. 

Mr. Cannon. The Committee will come to order. Before I begin 
my formal remarks. I’d like to welcome the gentlelady from the 
State of Florida, Ms. Wasserman Schultz, who we anticipate will 
be named to replace the gentleman from Washington, Mr. Smith, 
on the Committee. I understand there is a unanimous request that 
Ms. Wasserman Schultz participate in today’s hearing. 

Mr. Watt. I ask unanimous consent that Ms. Wasserman 
Schultz be allowed to participate fully as if she were already a 
Member of this Committee. 

Mr. Cannon. And it has been the habit of this Committee to 
yield time to a Member of the Committee and have that Member 
then yield to a person who may be a Member of the full Committee, 
but not a Member of the Subcommittee. Since Ms. Wasserman 
Schultz is going to, we hope, become a Member of the Committee 
quite soon, we will set that precedent aside, and without objection, 
so ordered. Welcome to the Subcommittee, Ms. Wasserman Schultz. 

And now for my formal remarks. In the fall of 2003, the New 
York State Attorney announced what would become the first of 
many law enforcement initiatives that his office and other State of- 
ficials and the SEC would later champion to ferret out mutual fund 
trading abuses. Within the ensuing months many well-respected 
mutual fund companies and others were caught up in this scandal, 
including Canary Capital, Janus Capital Group, Bank of America, 
Alliance Capital Management, Prudential Securities, Millennium 
Partners, Fred Alger Management, Putnam Investments, Massa- 
chusetts Financial Services, Security Trust, Franklin Resources 
and Invesco Funds Group. 

In the fall and winter of 2003, it seemed as if every day the press 
reported on yet another shocking instance of mutual fund trading 
abuses. These abuses included the illegal practice of late trading, 
which involves trading shares after the markets have closed so that 
the trader can take advantage of information that becomes avail- 
able after the closing. The Congressional Research Service analo- 
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gized this practice to a race track that allows certain customers to 
bet on yesterday’s races. 

Other abuses included the more nuanced problem of market tim- 
ing. Market timing typically involves frequent buying and selling 
of mutual fund shares by sophisticated investors, such as hedge 
funds, that seek opportunities to make profits on the differences 
between foreign and domestic markets. 

While not per se illegal, market timing can constitute illegal con- 
duct, if, for example, it takes place as a result of undisclosed agree- 
ments between investment advisers and favored customers in con- 
travention of stated fund trading limits. Frequent trading can 
harm mutual fund shareholders because it lowers fund returns and 
increases transaction costs. 

According to an estimate provided by one of the witnesses at to- 
day’s hearing. Professor Zitzewitz, market timing abuses may have 
resulted in $5 billion in annual losses. As of November 2003, the 
SEC estimated that 50 percent of the 80 largest mutual fund com- 
panies had entered into undisclosed arrangements permitting cer- 
tain shareholders to engage in market timing practices that were 
inconsistent with the funds’ policies, prospectus disclosures or fidu- 
ciary obligations. 

As the mutual fund scandal unfolded, questions were raised 
about the fitness of the SEC’s overall regulation, inspection, and 
enforcement of this industry. The Congressional Research Service 
posed possible explanations, including the following: the possibility 
that the SEC’s resources devoted to the fund industry were 
dwarfed by the expansion in the number of mutual funds; the pos- 
sibility that the SEC’s overall effectiveness may have been marred 
by interdivisional disharmonies; the possibility that the SEC offi- 
cials may have placed too much trust in the fund industry’s integ- 
rity and ability to police itself; the possibility that the mutual fund 
industry may be too close to the relevant parts of the SEC en- 
trusted with its oversight and regulation; and the possibility that 
the SEC may have had a somewhat understandable focus on the 
prevention of more traditional types of fund misconduct. 

In response to these concerns. House Judiciary Committee Chair- 
man Sensenbrenner and Ranking Member Conyers requested the 
GAO to undertake a comprehensive review of the SEC’s efforts to 
proactively detect and prevent illegal activities in the mutual fund 
industry. Today’s hearing provides an opportunity for GAO to re- 
port on its findings and recommendations and to allow the SEC 
and others to respond to them. 

Accordingly, our first witness is Richard Hillman, who is the Di- 
rector of GAO’s Financial Markets and Community Investment 
Team. With 29 years of experience at GAO, Mr. Hillman is cur- 
rently responsible for directing research engagements on various 
cross-cutting financial services matters within the banking securi- 
ties and insurance industry. Mr. Hillman graduated with honors 
from the University of Scranton with a bachelor’s degree in science 
and accounting, and has completed additional course work in Gov- 
ernment management and information technology issues at the 
Federal Executive Institute and Harvard’s John F. Kennedy School 
of Government. 
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Our next witness is Lori Richards, who is the Director of the 
SEC’s Office of Compliance Inspections and Examinations. She has 
served in that capacity for 10 years. Her office is responsible for ad- 
ministering the SEC’s security compliance examination and inspec- 
tion program for entities registered with the SEC as self-regulatory 
organizations, broker-dealers, transfer agents, clearing agencies, in- 
vestment companies and investment advisors. Before beginning her 
career with the SEC in 1985, Ms. Richards received her B.A. From 
Northern Illinois University and her J.D. From American Univer- 
sity. 

Our third witness is William Francis Galvin, the Secretary of the 
Commonwealth of the Massachusetts. I understand that my col- 
league on the other side of the aisle Mr. Delahunt would like to say 
a few words. The gentleman is recognized. 

Mr. Delahunt. Thank you, Mr. Chairman. I am really pleased 
to see my friend, my colleague in State government for many years. 
Bill Galvin here as a witness. He has an extraordinary record as 
secretary of state. In Massachusetts the securities industry is 
under his — I should say it is the office that regulates the securities 
industry in Massachusetts, and he has earned justifiably a national 
reputation for aggressively protecting investors and has been suc- 
cessful in recovery of millions of dollars for victims of security 
fraud. 

Bill Galvin was an integral part of the 2003 multistate examina- 
tion of research analysts’ practices on Wall Street, which resulted 
in a finding of fraud against First Boston and developed into inves- 
tigations into mutual fund industry practices. So it is a pleasure 
to have you here. Bill, and I look forward to your testimony. 

Mr. Cannon. Thank you, Mr. Delahunt. 

We are pleased, Mr. Galvin, to have a person of such a national 
reputation and one who is — I hope can bring to bear, and I believe 
will bring to bear — a great deal of information and understanding 
for us on this Committee. Thank you. 

Our final witness is Mr. Eric Zitzewitz. He has been an assistant 
professor of economics at Stanford Graduate School of Business 
since 2001, and published extensively on the securities industry as 
well as on other subject matter dealing with economics. He received 
his undergraduate degree in economics from Harvard and his Ph.D. 
In economics from MIT. 

I extend to each of you my warm regards and appreciation for 
your willingness to participate in today’s hearing. In light of the 
fact that your written statements will be included in the record, I 
request that you limit your oral remarks to 5 minutes. And accord- 
ingly, please feel free to summarize the salient points of your testi- 
mony. 

And you will note that there is a lighting system in front of you. 
After 4 minutes the light will turn from green to yellow, and then 
at 5 minutes it will turn to red. It’s my habit to tap the gavel, prob- 
ably the handle or maybe a pen, to just indicate that that’s hap- 
pened. You don’t need to cut off at that point. We are not trying 
to cut you off mid-thought, but just as a matter of comity, because 
there are several people that will want to ask questions today. I 
can almost assure you that you will have plenty of time to come 
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back and add to your statements as we give 5 minutes to each of 
the members of the panel. 

After you have presented your remarks, the Subcommittee Mem- 
bers in order of their arrival will be permitted to ask questions for 
5 minutes. And again, in the case of the clock, I will tap when we 
get close to when we hit the red light. You don’t have to stop imme- 
diately, but just as a matter of comity, we would like to move on. 

And pursuant to the directive of the Chairman of the Judiciary 
Committee, I ask the witnesses to please stand and raise your right 
hand to take the oath. 

[Witnesses sworn.] 

Mr. Cannon. The record will reflect that each of the witnesses 
answered in the affirmative. 

You may be seated. 

And, Mr. Hillman, if you’d like to proceed, you’re recognized for 
5 minutes. 

Mr. Hillman. Thank you very much, Mr. Chairman. 

Mr. Cannon. Pardon me, Mr. Hillman. If I could interrupt you, 
we would love to hear from the Ranking Member and I apologize 
for not having recognized him a moment ago. If the gentleman 
would like to speak, he is recognized for 5 minutes. 

Mr. Watt. Thank you, Mr. Chairman. I won’t take 5 minutes. I 
just wanted an opportunity to join you in welcoming Ms. 
Wasserman Schultz to the hearing today and hopefully to the mem- 
bership on the Committee tomorrow, once that is formalized. 

I want to thank the Chairman for convening the hearing to begin 
the process of reviewing the SEC’s failure to detect mutual fund 
abuses. More than one-half of American households invest in mu- 
tual funds. They invest to enhance their futures and their chil- 
dren’s futures. These investments should be treated with great care 
and confidently secured from abuses. 

I think we all agree the market should be free from unscrupulous 
activities of mutual fund companies. Although this Subcommittee 
is addressing the GAO’s recommendations with respect to the 
SEC’s role in detecting the mutual fund abuses that hinder long- 
term shareholders from proper fund returns, I would like to em- 
phasize the important role the States play and continue to play in 
the collaborative efforts to detect and deter mutual fund abuse. 

Many of the abuses examined by the GAO at the request of 
Chairman Sensenbrenner and Ranking Member Conyers surfaced 
due to the diligence of the State Attorney General Eliot Spitzer of 
New York. So while I think it is important that we determine 
whether the SEC is broken and, if so, how to fix it, I can’t over- 
emphasize the critical role that the States must continue to play 
in protecting investors, large and small. 

Additionally, I have — I don’t know whether it’s enviable, but I 
serve on both the Judiciary Committee and the House Financial 
Services Committee, and those are the Committees that actually 
share jurisdiction over mutual funds and securities. And so I want 
to emphasize the important role that the Financial Services Com- 
mittee also plays over law enforcement in the mutual fund indus- 
try. I believe we should focus narrowly on enforcement issues in 
this Subcommittee and take care to divine precisely what role this 
Committee can and should take in response to the problems of 
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abuses that have been revealed. So I am particularly interested in 
hearing the testimony here today, and I welcome the witnesses and 
yield back. 

Mr. Delahunt. Would the gentleman yield for a moment? 

Mr. Watt. I am happy to yield to my friend from Massachusetts. 

Mr. Delahunt. Yeah, I just wanted to echo some of the senti- 
ments that you expressed, Mr. Watt, particularly regarding the role 
of the Judiciary Committee as well as the Financial Services Com- 
mittee. I know you serve on both. And I want to applaud the Chair- 
man for calling this particular hearing into an issue obviously that 
has great significance and impact to the lives of millions, tens of 
millions of Americans. And I would hope that this Subcommittee 
would even be more aggressive in the future in terms of exercising 
its oversight responsibilities, particularly as it relates to enforce- 
ment not only in this area, but in the entire jurisdiction within the 
Committee’s purview. 

One can only reflect on the number of administrative bodies that 
exist in the executive branch of Government that I would respect- 
fully suggest are not the subjects of significant oversight. One only 
has to think of the alphabet that we deal with in terms of adminis- 
trative agencies, and yet I have served on this Committee in the 
past, and this is the first time, in my memory, I can think of a sig- 
nificant agency such as the SEC that has been before the Com- 
mittee. And I would hope that we would continue to be aggressive 
and send that message out to the executive branch that this Sub- 
committee in particular intends to be aggressive about oversight. 
And with that I yield back. 

Mr. Watt. I appreciate the gentleman’s comments and — but I do 
want to assure him that the Financial Services Committee has had 
the SEC and a number of these agencies in front of that Committee 
on a regular basis, so it is not that oversight is not being done. It 
is being done. And our role, I think, is more on the enforcement 
side to emphasize not — well, you know, we have got a clear role 
here, and we just need to not stumble over each over, I guess, is 
the 

Mr. Delahunt. Never enough oversight. 

Mr. Watt. Never enough oversight. 

Yield back. 

Mr. Cannon. I thank the gentleman. Let me also point out that 
I believe there is never enough oversight, whether it is a Repub- 
lican administration or a Democrat administration, whether the 
Republicans control Congress or the Democrats do. That is one of 
the great, great things about this body. And so to the degree that 
the Minority has had issues that they want to look at, I hope we 
have been receptive and are anxious actually to carry out that 
oversight role. So thank you, Mr. Delahunt, for your kind com- 
ments, and Mr. Watt. 

Mr. Hillman, if you would like to go ahead, you’re recognized for 
5 minutes now. 
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TESTIMONY OF RICHARD J. HILLMAN, DIRECTOR, FINANCIAL 

MARKETS AND COMMUNITY INVESTMENT, U.S. GOVERN- 
MENT ACCOUNTABILITY OFFICE 

Mr. Hillman. Thank you, Mr. Chairman. I am pleased to be here 
today to discuss two recently issued GAO reports that assess SEC’s 
response to trading abuses uncovered in the mutual fund industry. 
We prepared these reports at the request of Chairman Sensen- 
brenner and Ranking Member Conyers of the full Committee. 

As you know, trading abuses, including fraudulent market timing 
and late trading violations, were uncovered in many well-known 
companies in the mutual fund industry and raise significant con- 
cerns about the industry’s ethical practices. Maintaining public 
confidence in the mutual fund industry is critical because about 95 
million Americans have invested more than 8 trillion in mutual 
funds, a significant share of the Nation’s privately held wealth. 
Moreover, it is critical that the SEC have the capacity to identify 
abusive practices and to bring enforcement actions that punish vio- 
lators and deter those who are contemplating similar abuses. 

My written statement today discusses the reasons the SEC did 
not detect the market timing abuses at an earlier stage, some of 
the steps that SEC has taken to strengthen its oversight of the mu- 
tual fund industry, and enforcement actions taken by SEC and 
criminal prosecutors in response to these abuses, and SEC’s man- 
agement of procedures related to the making of criminal referrals 
and ensuring staff independence from the mutual fund industry. 

In summary, regarding our first objective, before September 
2003, SEC did not examine fund companies for market timing 
abuses because agency officials, one, viewed other activities as rep- 
resenting much higher risk; two, concluded that companies had fi- 
nancial incentives to control frequent trading because it could 
lower fund returns; and three, were told by company officials and 
the companies that they had established controls over frequent 
trading. 

While SEC faced competing examination priorities before Sep- 
tember 2003, and had made good-faith efforts to mitigate the 
known risks associated with legal market timing, lessons can be 
learned from the Agency not having detected the abuses earlier. 
First, without paying additional attention to conducting inde- 
pendent assessments of the adequacy of mutual fund company con- 
trols, the potential increases that violations may go undetected. 

Second, SEC can strengthen its capacity to identify and assess 
any evidence of potential risk. Information was available to the 
SEC before these market timing problems were uncovered indi- 
cating the possibility of illegal market timing activities. For exam- 
ple, a 2002 study estimated that market timing in certain funds re- 
sulted in about 5 billion in annual losses to shareholders and 
raised the possibility that investment advisors did not always act 
decisively to control such risks due to potential conflicts of interest. 

Third, our review of individual market timing enforcement cases 
found that compliance staff at mutual fund companies often de- 
tected evidence of undisclosed market timing arrangements with 
favored customers, but lacked sufficient independence within their 
organizations to correct identified deficiencies. Ensuring the inde- 
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pendence of compliance staff is critical, and SEC could potentially 
benefit from using their work. 

Since these abuses were uncovered SEC has acted aggressively 
to address identified abuses through proposed and final 
rulemakings, bringing and settling enforcement cases and con- 
ducting targeted examinations. In particular, SEC has take a vari- 
ety of steps to strengthen its mutual fund oversight program and 
the operations of fund companies, but it is too soon to assess the 
effectiveness of several key initiatives. For example, SEC has in- 
structed its staff to make additional assessments of company con- 
trols and established a new office to improve its capacity to antici- 
pate, identify and manage emerging risks and market trends in the 
securities industry. SEC also adopted a rule that requires mutual 
fund companies to appoint independent compliance officers who are 
to prepare annual reports on their companies’ policies and viola- 
tions; however, SEC has not yet developed a plan to receive and 
review these annual reports on an ongoing basis and thereby en- 
hance its capacity to detect potential violations. 

SEC has agreed with recommendations in our report to strength- 
en its oversight, including assessing how best to use such compli- 
ance reports. At the time of our review, SEC had brought 14 en- 
forcement actions against mutual fund companies and 10 enforce- 
ment actions against other firms for mutual fund trading abuses. 
The penalties obtained in settlements with mutual fund companies 
are amongst the Agency’s highest, ranging from 2 million to 140 
million and averaging 56 million. In contrast, penalties obtained in 
settlements for securities laws violations prior to 2003 were typi- 
cally under 20 million. 

In reviewing a sample of investment advisor cases, we found the 
SEC followed a consistent process for determining penalties, and 
that it coordinated penalties and other sanctions with interested 
parties. However, we found certain weaknesses in SEC’s manage- 
ment procedure for making referrals to criminal law enforcement 
and ensuring staff independence. In particular, SEC does not re- 
quire staff to document whether a criminal referral was made or 
why. Without such documentation, SEC cannot readily determine 
whether staff make appropriate referrals. Further, SEC does not 
require departing staff to report where they plan to work, informa- 
tion gathered by other financial regulators to assess staff compli- 
ance with Federal laws regarding employment with regulated enti- 
ties. In the absence of such information, SEC’s capacity to ensure 
compliance with these conflict-of-interest laws is more limited. 

SEC agreed with our report recommendations to document crimi- 
nal referrals and employees’ postemployment plans. 

Mr. Chairman, this completes my prepared statement. I would be 
happy to respond at the appropriate time to any questions that 
might arise. 

Mr. Cannon. Thank you, Mr. Hillman. 

[The prepared statement of Mr. Hillman follows:] 
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Mr. Chairman, Mr. Ranking Member, and Members of the Subcommittee: 

I am pleased to be here today to diseass two recently issued GAO reports 
Unit assess the Securities and Excliange Commission's (SEC) response to 
trading abuses unco\'ered in the mutual fund industry. We prepared these 
reports at the request of Chairman Sensenbrenner and Ranking Member 
Conyers of the full committee/ As you know, trading abuses — including 
fraudulent market timing and late trading violations — were uncovered in 
many well-known companies in the mutual fund industry and raised 
significant concerns about the industry's ethical practices.^ Maintaining 
public confidence in the mutual fund industry is critical because about 95 
million Americans hav'e im^ested more than $8 trillion in mutual funds, a 
significant share of the nation’s privately held wealth. Moreover, it is 
critical that SEC and NASD hav^e the capacity to identify abusive practices 
and to bring enforcement actions that punisli violators and deter those 
who are contemplating similai' abuses. ' 

Questions have been raised as to why so many mutual fund companies and 
broker-dealers were able to engage in trading abuses, sometimes for years, 
without being detected by SEC and NASD. In fact, tlie trading abuses only 
came to light after the New York State Office of the Attorney General 
(NYSOAG) received a tip from a hedge fund insider, conducted an 
investigation, and, in September 2003, settled an enforcement action 
against a hedge fund company and a hedge fund official for market timing 


'GAO, Mnlval Fund Ttvdvtg Atmses: Lessons Cm Be Learned .from SEC Not Having 
Deterled Violations at an Earlier Stage, (Washington, D.C.: April 2f), 200, '■) and 

Miilnal Fujui Tratiiny Afruses: SEC Consi.'itenMy Ajrjil-ied Cnirr.dii res in Se-Uin;/ l‘eiiatl:ies, 
hrit Could Strengthen Certain Internal ContrrAs, ty.AC-Oi'ASr. (WashingtoTi, D.C'.: May 10, 
2(M)3). 

Vor injqH)srs of this (nsiimony, Ihc (rmi lurid conijranirs" grrirrally rcicrs lo 

iiiiiliiid fluid coiiipanies and their related in veslitK'iil advisers ;uid serv ice prov klei's, sueli 
:is Iransteragcnls, unlcs.sollicrwisa; sjxMdIied. Many rnul ual IhikI CDiiijia.iiii^s ha ve no 
ejiiployecs, allhuu^ they typically have a boanl of diieelors, iuid rely on inveslmcnt 
advfetTS to perfomi key functioiis such as providing management and administrative 
services. 

“SECisIhcptimaiy regulator of the mutual hindindusti^e NASD has diiect oversight 
responsibility for broker-dealers that may sell and execute other orders for Investment 

prtxliieLs, including iiiiitual riiiids. 
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and late trading of several mutual funds.' The federal regulators’ failure to 
identity the abuses at. an earlier stage has generated concern about the 
effectiveness of their examination and other oversight procedures. 

As we describe in our reports, market timing and late trading \aolations 
permitted favored customers to benefit at the expense of long-term mutual 
fund compaiv shareholders. Mar ket timing typically involves the frequent 
buying and selling of mutual fund shares by sophisticated investors, such 
as hedge funds, that seek opporturuties to make profits on the differences 
in prices between overseas markets and U.S. markets, Although market 
timing is not itself illegal, frequent trading can harm mutual fund 
shareholders because it increases transaction costs and lowers a fund’s 
returns. However, market timing can constitute illegal conduct if, for 
example, it takes place as a result of undisclosed agreements between 
mutujU fund investment advisers (companies that provide management 
and other services to mutual funds) and favored customers who are 
penuitted to trade frequently and in contravention of stated company 
trading limits. Ljite trading, a significant but less widespread abtise than 
mar ket timing violations, occurs when investors place orders to buy or sell 
mutual fund shares after the mutual fund has calculated price of its shares, 
usually once daily at the 4 p.m. Eastern Time close of the financial 
markets. Investors who are permitted to engage in late trading can profit 
from the knowledge of events in the financial markets that take place after 
4 p.m., an opportunity that other fund shareholders do not have. 

My testimony today focases largely on the market timing area, because 
such abuses were more widespread than late trading violations, and on 
SEC, w'liich is the mutual fund industry’s frontline regulator. I will discuss 
late trading issues and NASD oversight activities to a lesser degree, More 
specifically, my testiraotxy covers (1) the reasons that SEC did not detect 
the market timing abuses at an earlier stage and lessons learned from the 
agency not doing so, (2) the steps SEC has taken to strengthen its 
oversight of the mutual fund industry and strengtlien indirstry birsiness 


l«nn “hedge fund” generally reten; U);in eiilily llin.l holds n j»(K)I ol'seitiiril ies :in(l 
perliiips olhcrasscis Uial is iiol icqiiiicd lo rcgislcr ils W-'ciuilies oIl'cTiiigs under tiic 
Sc-ciiritlcs x\et and which is excluded ftxjin the definition of inv’estinent coinpaity imder tlic 
ijivcslincnlCoiiipaiiy Acl of 1910, Ilct^c ruiifls<irc also cluuaeleriied by Uieii' tee sIriieLure, 
whlcheompcnsatcslhcadviscr based upon aporcentage of tire hedge fund's capital gains 
and capita] appreciation. Pursuant to anew ivle recently adopted by SEC, ad\1sersof 
ccrlainhcdgcfundsarcrcquhvdtorqtistor with sec: under the Iiivcstincnt Advisers Act of 
1940. See R^istrattonUndertiie Advisers Act of Certain Hedge Fund Advisers, 69 Fed. 

K.^. 72064 (2004) (U> be crxlilied in various seclions of 17 C.F.R. I'u.rls 27,5 and 27!)). 
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practices, and (3) enforcement actiorus taken by SEC and criminal 
prosecutors in response to these abuses and SEC management procedures 
related to the making of criminal refetrals and ensuring staff 
independence from the mutual fund ittdustry. 

In summary: 

Before September 2003, SEC did not examine fund coitipanies for market 
timing abuses because agency officials (1) viewed other activities as 
representing higher risks, (2) concluded that companies had financial 
inceiitives to control frequent trading because it could lower fund returns, 
and (3) were told by company officials that the companies had established 
controls over frequent trading. While SEC faced competing examination 
priorities before September 2003 and had made good faith efforts to 
mitigate the known risks associated with legal market timing, lessons can 
be learned from the agency not having detected the abuses earlier. Rrst, 
without independent assessments of controls over areas such as market 
timing during examinations (through interviews, reviews of exception 
reports, reviews of independent audit reports, or transaction testing as 
necessary), the risk increases Uiat violations may go undetected. Second, 
SEC can strengthen its capacity to identify and assess any evidence of 
potential risks. For example, a 2002 study estimated that mar ket timing in 
certain funds resulted Lu about $5 billion in aiuiual losses to shareholders, 
and raised the possibility that investment advisers did not alw’ays act 
decisively to control such risks due to potential conflicts of interest.'^ 
Third, we found that compliance staff at mutual fund companies often 
detected evidence of undisclosed market timing arrangements with 
favored customers but lacked sufficient independence within their 
organizations to correct identified deficiencies, Ensuring the 
Independence of compliance staff is critical, and SEC could potentially 
benefit from using their work. 

SEC has taken several steps to strengthen its oversight of mutual fund 
companies, but it is too soon to assess the effectiveness of certain 
initiatives. To improve its examination program, SEC staff recently 
instructed agency st.^ to conduct more independent assessments of the 
fimd companies’ internal controls. To improv'^e its risk assessment 
capabilities, SEC also has created and is currently staffing a new office to 
help the agency better anticipate, identify, and manage emerging risks and 


■Eric Zilzewltz, “Who Cares About Shaieholdeis? Arbitrage-Proofiiig Mutual FVinds," 
SlaiironI Gradiiale S<th4M>l of Business Reseaix'li I'ajmr No. 174!) (0(‘lx>l)er 2(102). 
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market trends. To better ensure tlie Independence of company compliance 
staff, SEC recently adopted a rule tliat rojuires compliance officers to 
report directly to the funds' boards of directors. While this rule has die 
potential to improve fund company operations and is intended to increase 
the independence of compliance officers, certain compliance officers may 
still face organizational conflicts of interest. For example, under the rule 
compliance officers may not work directly for mutual fund companies, but 
rather, may be employed by inv'^estment advisers — who manage the 
funds — ^whose interests may not necessarily be fully aligned with mutual 
fund customers. In addition, although the rule also requires compliance 
officers to prepare annual reports on their companies' compliance with 
laws and regulatiitns, SEC has not developed a plan to routinely receive 
and review the reports. Without such a plan, SEC cannot be assured that it 
is in the best position to detect abusive industry practices and emerging 
trends. SEC has agreed to implement recommendations from our April 
2005 report to help ensure the effectiveness of compliance officers and to 
determine how to best utilize the annual compliance reports, or the 
material findings cited in those reports- 

The penalties SEC obtained in the market timing and late trading cases are 
among the largest in the agency’s history and are generally consistent with 
penalties obtained in cases inv’oKing similarly egregiotrs corporate 
misconduct. As of Februaty 28, 2005, SEC had brought 14 enforcement 
actions against investment advisers and 10 enforcement actions against 
other firms for market timing and late trading abuses. It has also brought 
enforcement actions against several liigh ranking company officials. 
Penalties that SEC obtained in settling the 14 enforcement actions with 
investment advisers range from $2 million to $140 million, with an average 
penalty of about $56 million. In contrast, penalties obtained in settlements 
for securities law violations before 2003 were typically under $20 million. 
In reviewing a sample of cases involving inv'estment advisers, we found 
that SEC followed a consistent process for determining penalties and that 
it coordinated penalties and other sanctions with interested states. 
However, we found certain weaknesses in SEC's overall procedures for 
referring securities cases to other agencies for potential criminal 
violations and ensuring that departing employees compiled with conflict- 
of-interest laws and regulations. SEC luis agreed to implement 
recommendations from our May 2005 report to strengthen these 
processes. 

To address our reporting objectives, we conducted in-depth reviews of 1 1 
SEC enforcement actions against mutual fund companies for market 
timing and other abusiv'e practices. We reviewed examination reports for 
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Uiese companies as well as related enforcement action documents. We 
interviewed representatives from SEC, NASD, mutual fund companies, 
broker-dealers, pension plan adiuinistratois, and other industry 
participants about practices and procediu-es industry participants use to 
prevent abuses and monitor trading acttivity. We also inter\aewed SEC staff 
in headquarters and various regional and district offices about how its 
oversight examination and enforcement efforts were conducted and how 
penalty amounts were deteimined. We also obtained infonuation from 
Department of Justice (DOJ) officials and selected state regulators and 
attorney generals on criminal enforcement actions brought in cases 
involving market timing and late trading abuses. In addition, we reviewed 
relev'iint academic and otlier studies. We interviewed SEC staff regarding 
SEC’s management procedures for making criminal referrals to DOJ and 
state criminal authorities and reviewed related SEC rules, We evaluated 
Utese r ules using Standards for Internal Controls in the Federal 
Government'' We reviewed federal laws and regulations that govern 
employees' ability to negotiate and take positions with regulated entities, 
such as mutual fund companies, and reviewed SEC and other financial 
regulators’ policies and procedures for ensuring staff compliance with 
these laws. We conduct^ our work on these reports between May 2004 
and May 2005 in accordance with generally accepted government auditing 
standards. 


Lessons Learned from 
SEC Not Detecting 
Abusive Market 
Timing Can Be Useful 
in Preventing Future 
Abuses 


SEC did not examine for market timing abuses or test company controls in 
that area, largely because the agency had competing examination 
priorities and believed that companies had financial incentives to control 
frequent trading. Lessons learned from SEC not having detected these 
abuses earlier can be useful to the agency in administering its examination 
program going forward. 


SEC Did Not Examine for SEC staff have stated that giv'en the mmiber of mutual fund companies, the 

Market Timing Abuses breadth of their operations, and limited examination resources, SEC’s 

examinations w'ere limited in scope. Examiners focused on discrete ar eas 
that staff viewed as representing the highest risks of presenting 


“GAO, Standards for Internal Controls in ^te Fcdetxil On'emment, GAO'' APMD 00-21.3.1 
(Wasliiriglon, I). C.: 1991)). 
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compliance problems that could impact investors. SEC staff stated that 
before September 2003, they considered funds' portfolio trading (i.e., 
purchases and sales of securities on behalf of investors) and otlier areas as 
representing higher risks than potential market timing abuses and noted 
tliat examinations and enforcement cases in these other areas revealed 
many deficiencies and violations. SEC staff also said that they did not 
review market timing controls because they believed that fund companies 
had financial incentives to control frequent trading because it can lower 
fund share prices, thereby resulting in a loss of business.' An SEC staff 
member also said that officials from mutual fund companies told agency 
examiners that they had appointed compliance staff called “market timing 
police” to enforce compliance with the funds’ trading limit policies, 

SEC staff said they were surprised in September 2003 when NYSOAG 
identified the maiket timing abuses. However, after the abusive practices 
were identified, SEC moved aggressively to assess the scope and 
seriousness of the problem. For example, SEC surveyed about 80 large 
mutujil fund companies <uid detennioed that nearly 60 percent had some 
form of undisclosed market timing arrangement witlt certain customers 
that appeiired to be inconsistent with internal policies, prospectus 
disclosure, or fiduciary duties. SEC also initiated immediate “cause” 
examinations and investigations at many of these mutual fund companies 
to further review potentid violations. 

I would note that NASD’s examinations of broker-dealers also did not 
discover market timing arrangements involving broker-dealers before 
September 2003. According to an N.^D official, these arrangements went 
undetected because market timing was not illegal per se ai\d, to the extent 
that a mutual fund company had stated customer trading limits, broker- 
dealers may not have perceived themselves as being responsible for 
enforcing such policies. Regarding late trading, NASD officials said that 
the organization did not have specific examination guidance to detect the 
violation before September 2003. NASD officials also said that some 
broker-dealers created fictitious accounts or otherwise falsified 
documents, so that detecting late trading violations was difficult. 


Since invcstaKait adviser fees arc often based on the size of assets imdcr inanagcinent, 
SEG staff reasoned that companies would establish effective controls to help ensure that 
assels under ntanagenienl did not (Jetdine. 
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Key Regulatory Lessons We recognize that SEC faces competing examination priorities and iiad 
limited examination resources before September 2003. We also recognize 
Unit SEC examiners cannot anticipate every potential fraud, particularly 
novel frauds such as the undisclosed mar ket timing arrangements between 
investment advisers and favored customers, such as hedge funds. Fuitlier, 
SEC staff made good faith efforts to control the known risks associated 
with legal market timing, such as issuing guidance on “fair value” pricing.'^ 
Nevertheless, three key lessons can be drawn from this experience and 
used to strengthen SEC’s mutual fund oversight program going forw^ard: 

First, perfonuing independent assessments of company controls is 
essentiiil to confirm view's held by regulatory staff regarding risks and the 
adequacy of controls in place to mitigate those risks. Commonly accepted 
examination and auditing guidelines call for a degree of professional 
skepticism in assessing controls (such as mutual fund company market 
timing controls) and independent verification of their adequacy to mitigate 
potenUal risks. Conducting independent testing of controls at a sample of 
companies, at a minimum, could serve to verify that areas, such as market 
timing, do in fact represent low risks and that effective controls are in 
place. A vjiriety of means can be used to independently test controls, 
including interviewing responsible officials, assessing organizational 
structure to ensure that compliance staff have adequate independence to 
carry out their responsibilities, reviewing internal and external atidit 
reports, reviewing exceptions to stated policies, and testing transactions 
as necessary. If examiners or auditors detect indications of noncompliance 
with stated policies or requirements, they are expected to expand the 
scope of their w'ork to determine the extent of identified deficiencies. 

Second, SEC must develop tiie institutional capacity to identify and 
evaluate evidence of potentuil risks and deploy examination st;rff as 
necessary to review controls and potenti<illy detect violations in tiiese 
areas. Our review identified information that w;is available pr ior to 
September 2003 and tliat was inconsistent with SEC staff s views that 
market timing was a low-risk area because companies would necessarily 
act to protect fund returns from the harmful consequences of frequent 
trading. For example, academic studies indicated tliat market timing, while 
legal, remained a persistent risk prior to September 2003 and by one 
estimate was costing mutual fund shareholders approximately $5 billion 


Have Emerged from 
Mutual Fund Trading 
Abuses 


Viiir value pricing involves niuUial iuiuis using llte esIiiiwLcr.i ituirkcL viiluc ot sluircs wlieii 
market quotes arc not rcadfly a^mlablc. Fair value priomg of mutual fund sliares can 
mnundze discrepancies between foreign and U.S. markets and thereby niinlirdze mai ket 

liitiing opporluiiKies. 
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annually in certain funds. Further, these studies showed that companies 
were n«)t acting aggressively to control these risks tlirough fair value 
pricing, despite SEC’s guidance that they do so. The author of a 2002 study 
raised the possibility that, certain investment adrtsers were not 
implementing lair value pricing because they were benefiting financially 
from permitting frequent trading, as turned out to be the case.' Moreover, a 
mutu.il fund company insider provided infonnation to an SEC district 
office in early 2003 indicating that a company had poor market timing 
controls, but the office did not act promptly on this information. If the SEC 
office had acted on thus tip in early 2003, it might have identified 
potentially illegal market timing activity by company insiders. 

Third, ensuring the independence and effective operation of mutual fund 
companies’ compliance staff is central to preventing violations of the 
securities laws, regulations, and fund policies, In the majority of the 11 
SEC mutual fund company enforcement cases we reviewed, compliance 
staff lacked such independence. Although the compliance staff — 
sometimes referred to as “market timing police” — often identified frequent 
trading that vnolated company limits, other company officials would 
routinely overnile the compliance staffs efforts to control such trading. 

We also found that routine communication with compliance staff could 
potentially enhance SEC’s capacity to detect potential violations at an 
earlier stage if such staff are forthcoming with relevant information, In 
cases we reviewed, compliance staff were obviously aware of violations 
and, in two cases, had documented their findings regarding the harmful 
consequences of frequent trading in internal company reports. For 
example, in one case, the sales staff at a mutual fund company overrode 
the compliance staffs efforts to control hundreds of market timing 
transactions between 1998 and 2003. In another case, a company's chief 
compliance officer sent memorandums to the chief executive officer in 
2002 and 2003 complaining about the effects of the company’s market 
timing arrangements on long-term shareholders. 


‘■2itzcwltz,C2002). Subsequent to September 200:), SEC detemiined that some favored 
investors screed to place assets in mutual fimds in exchange for mar ket timing pri\1]eges 
(referred to as “sticky assets”). According to tlie author, he believed tlie potenUal existed 
that market, timers were investir^ assets in mutual funds, which benefited the related 
iiivesl.iiieiH. aiivisers l>H(;aiise su<fh assets iiu^reasMl lliei i' Tees. 
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SEC Has Taken Steps 
to Strengthen Mutual 
Fund Oversight, but It 
Is Too Soon to Assess 
the Effectiveness of 
Some Initiatives 


SEC has taken several steps over the past two years to strengthen its 
oversight of the mutual fund industry and improve company practices. 
These steps include strengthening tlie agency's mutual fund examination 
program, establishing an office to better identify emerging risks, hiring 
additional staff, establishing nevr tip liandling procedures, and enacting a 
series of rules and rule amendments. Although SEC has taken steps to 
strengthen its mutual fund company oversight program, it is generally too 
soon to assess the effectiveness of tliese initiatives. 

To improve its examination program, SEC has instructed examiners to 
make additional assessments of internal controls at mutual fund 
compjinies. For example, SEC staff have identified a range of areas that 
potentially represent high-risk compliance problems, such as personal 
trading by company officials, and examiners have initiated independent 
exmninations of tliese ar eas. SEC staff also plan to significantly revise the 
agency's approach to mutual fund company examinations. Rather than 
evaluating all mutual fund companies on a set cycle as tliey did between 
1998 and 2003, SEC staff plan to begin focusing on the largest and riskiest 
companies on an ongoing basis. For example, SEC is creating monitoring 
teams of 2 to 3 individuals who would be responsible for reviewing the 
largest companies on a more continuous basis, and is placing more 
emphasis on examinations that target emerging risks. SEC also plans to 
review some portion of other mutual fund companies on a randomized 
basis. In a forthcoming report, w'e assess these and other planned changes 
to SEC’s mutual fimd company oversight program. I note that NASD has 
also recently implemented new' examination procedures to better detect 
market timing and late trading abuses. 


SEC also has established the Office of Risk Assessment (ORA) to assist the 
agency in carrying out its overall oversight responsibilities, including 
mutual fund oversight. The office’s director reports directly to the SEC 
chairman. According to SEC staff, OEiA will enable agency staff to analyze 
risk across divisional boimdaries, focusing on early identification of new 
or resurgent forms of fraudulent, illegal, or questionable behavior or 
products. SEC staff said that ORA will seek to ensure that SEC has the 
information necessary to make better, more informed regulatory 
decisions. Although ORA may help SEC be more proactive and better 
identify eme^ng risks, it is too soon to assess its effectiveness. In tliis 
regard, at the close of our review', ORA had established an executive team 
of 5 individuals but still planned to hire an additional 10 staff to assist in 
carrying out its responsibilities. 
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Witli increased appropriations over recetit years, SEC also has hired 
additional staff to carry out its mutual fund and other oversight programs, 
potentially enhancing the agency’s capacity to test a variety of controls. 
For example, Office of Compliance Inspections and Examinations staff 
dedicated to mutual fimd company oversight increased by 38 percent 
between 2002 and 2005 (from 397 to an estimated 547 positions). While the 
additional staff has the potential to enhance SEC's capacity to oversee key 
areas within the mutual fimd industry, we previously reported that the 
agency hired the staff without having an updated strategic plan)“ Without 
an updated strategic plan in place that identifies the agency's priorities and 
aligns these priorities with an effective human capital program, it is not 
clear that SEC’s recent hiring decisions will ensure that it has the right 
amount of resources with the right expertise to do the most effective job 
possible. In August 2004, SEC revised its strategic plan. We are reviewing 
SEC's strategic workforce planning as part of a separate engagement. 

In addition to hiring staff, SEC has centralized its processes and 
estiiblished new procedures forlumdling tips and complaints. For 
exjunple, before the abuses were detected, the agency's Division of 
Enforcement (Enforcement) had no process under wliich regional and 
district office staff would refer complaints and tips to headquarters for 
review and similarly no process for centralized review of how staff 
handled complaints and tips. Under the new process, information 
concerning all enforcement-related tips and complaints, whether received 
through telephone calls, correspondence, emails, or in-person, is reported 
to and maintained by a dedicated group within SEC headquarters. 

Additionally, SEC has adopted a series of rules and mle amendments 
designed to strengthen ethical ai\d business practices at mutual fund 
companies. Among the most significant initiatives, SEC now requires that 
in order for a mutual fund company to use the agency’s exemptive rules, at 
least 76 percent of its bozffd of directors and the board chair must be 
independent of the company’s investment adviser. “ SEC believ^es that 
increasing boards’ independence from investment advisers will help 


''’GAO, sec OpeiviwHs: Ooersighl ofMultml Ftntd Induulrg Pn’neitls Manageimutl 
Giallenges, GAO-Ol-5&!T CWadiii^jton, D.C;.: Apr. 20, 2001). 

"SliC’s cxciiipQvc rules (i) allow niuUial IXiiids Uj cug<ige in IrtUiSticliuiis lhal would 
othcawisc be prohibited under the 1940 Act because- tlicy pre sent inherent ei:>nfliets of 
interests and (if) conditic*i the exemptb'e relief on such transactions bemg subject to the 
»j>j>n>val or oversighl. of iiidej>Hii<leiil dire(;(.ors. 
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prevent the types of trading abuses that we have been discussing today. 
Further, SEC adopted rules that require mutual fund companies and 
investment advisers to appoint cliief compliance officers (CCO) who aie 
responsible for monitoring compliance with laws and regulations. SEC 
also requires mutual fund company CCOs to prepare annual reports on 
company policies and violations. 

Altiiough SEG’s rulemaking lias the potential to strengtlien the operations 
of mutual fund companies and their investment advisers, the incentive 
structure these rules rely on may not always be sufficient, and further 
steps may be necessary. More specifically, in our April 2005 report we 
pointed out that under SEC's rule, fund company CCOs could be 
investment adviser officials. SEC permitted this arrangement because fund 
companies often do not have any staff. SEC also believes that it has 
instituted rules designed to prevent potential conflicts of interest; for 
exjmtple, a mutuitl fund company's board — including a majority of its 
independent directors — is solely responsible for removing the CCO. Wliile 
such steps may mitigate potential conflicts, we recommended that SEC 
review CCOs' independence as part, of the examination process t(.) enstire 
that those who are advisoiy firm officials are actually acting 
independently. SEC agreed with this recommendation, We also pointed 
out that while SEC examiners planned to re\’iew CCO annual reports as 
part of examinations, the agency has not established a process to receive 
and review such reports on an ongoing basis. Without such a process, SEC 
is not in the best position possible to monitor the industry and identify 
emerging trends. SEC agreed with our recommendation to determine how 
to best utilize their annual compliance reports, and any material findings 
cited in those reports. 


SEC Consistently 
Applied Procedures in 
Setting Mutual Fund 
Penalties, but Could 
Strengthen Certain 
Internal Processes 


The penalties lliat SEC has obtained in enforcement cases related to 
market timing and late trading violations are among the highest in the 
agency's history and generally consistent with civil penalties obtained in 
cases involving similarly egregious corporate misconduct. Additionally, 
SEC appears to hav'e followed its penalty-setting process consistently in 
setting penalties in the cases w-e review-ed. Federal and state prosecutors 
we contacted said that sev'eral factors complicate bringing criminal 
actions for market timing violations whereas late tr ading violations aie 
more straightforward to prosecute. We also found certain weaknesses in 
SEC’s overall procedures for referring securities cases to other agencies 
for potential criminal violations and ensuring that departing SEC 
employees comply with conflict-of-interest law's and regulations. SEC 
agreed to implement our recommendations to strengthen these processes. 
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Penalties in Mutual Fund 
Trading Abuse Cases Are 
An\ong SEC’s Highest and 
Are Consistent with 
Penalties in Similarly 
Egregious Cases 


Since NYSOAG announced its discoveiy of tiie trading abuses in the 
mutual fund industry in September 2003, SEC has brought 14 enforcement 
actions against investment advisers primarily for market timing abases 
and 10 enforcement actions against broker-dealer, brokerage-advisory, and 
financial services firms for market timing abuses and late trading. SEC has 
entered into settlements in all 14 investment adviser cases and obtained 
penalties ranging from $2 million to $140 million (see fig. 1). These 
penalties are among the higliest SEC has obtained for securities laws 
violations in its history. Before January 2003, penalties SEC obtained in 
settlement were generally under $20 million, In contrast, 11 of the 14 
penalties obtained in ttie investment adviser cases are over $20 million, 
with 8 penalties at $1)0 million or ov^er. Pursuant to the fair fund provision 
of the Sarbanes-Oxley Act of 2002 (SOX),'* SEC plans to trse tlie penalties 
and disgorgement obtained (disgorgement forces firms to forfeit any ill- 
gotten gain), atohil of about $800 million and$l billion, respectively, to 
provide restitution to hatiued investors."' In addition to settling with 
investment advisers, as of February 28, 2006, SEC has settled with two 
broker-dealers, one brokerage-advisory firm, and two insurance 
coinpimies, with penalties totaling $17.5 million. I note that NASD has 
taken 12 actions against broker dejilers for late trading and market timing 
abuses with fines and restitutions totaling more than $6 million, 


authorizes federal courts and SEC: to establish “fair fimds" to compensate victims of 
sfmirities violations. Section }i(>8(a) of SOX provides th.nt if in .nn arJininistintive or .q civil 
prtKMHHJirig involving a violalicKi of fcMh^ral s<s'urili<ss laws an onic'r rniuiring disgorgctiicnl 
is c'lilercd, orifapcrsoii screes in sellleiiiciil k> Ihc psij’iticiil of disgorgcmciil, <ixiy peiuilLy 
:iss<‘ss(mI against such {M^rsoii may, U^ollicr with the disgorgnrncril riinoiinl, Ix' d<;])(>silcd 
into a hdrfiuid and disbursed to viclinisol (he violHlioiipiusiuuil Lo u clislribuliuii pLui 
approved by SEC. See Pub. L. No. 107-201, 1 16 St<d. 7 ID (2002) CcodtHed in vaiious 
seciionsof the United Slales Code). The “lair fiutd” provision is eodifled <d 15 L .S.C. § 
7216(a). 

are revlewii^ SEC’s implenrentatian of the fair funds provision of SOX as paj1 of a 
lorlhcoining report. 
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Figure 1 : SEC Settlements with Investment Advisers for Market Timing Abuses, as 
of February 28, 2005 (in thousands of dollars) 



The enlilies named in this column are investment advisers associated with these cases. In some 
cases, SEC simultaneously charged other entities, such as an associated investment adviser, 
distributor, or broker*dealer lor their roles in the marlret laming abuses. The penalties and 
disgorgements shown for each case are Ihe lolals obtained in settlement from all the entities 
associated with the case. 

Bank of America settled charges involving both abusive market timing and late trading on the part of 
its investment adviser and broker-dealer subsidiahes, respectively. 

'Fremont Investment Advisors. Inc. settled charges involving both abusive market timing and late 
trading. 


The penalties SEC obtained in the 14 investment adviser cases are also 
consistent with penalties obtained in settled enforcement actions in two 
types of cases that senior Enforcement staff identified as being as 
egregious as tite mutual fund trading abuses — the recent corporate 
accounting fraud and investment banking conflict-of-interest cases. The 
recent large corporate accounting frauds surfaced in late 2000 and 
concerned publicly traded companies that allegedly used fraudulent 
accounting techniques to inflate their rev'enues and drive up stock prices. 
The investment banking analyst cases involved several investment firms 
that settled enforcement actions brought by SEC in 2003 for allegedly 
producing securities resezirch that was biased by investment banking 
interests. Table 1 compares the range of penalties and average penalties 
SEC obtained in settled enforcement actions brought against firms for 
mutual fund trading abuses, corporate accounting fraud, and investment 
banking conflicts of interest. Although particular penalties reflect the facts 
and circumstances of each case, table 1 shows that the average penalties 
among the three types of cases have generally been consistent (when 
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excluding the record $2.25 billion penalty obtained in a corporate 
accounting fraud case), particularly when compared with the lower 
penalties obtained in past yeans. In a public speech, the former Director of 
Enforcement said that the comparatively large penalties in tliese cases 
represented an effort to increase accomitability and enhance deterrence in 
the w'ake of such extreme misconduct in the securities industry and noted 
that such penalties create powerful incentives for firms to institute 
preventative programs and procedures. Others, however, including two 
members of the Commission, have questioned the appropriateness of 
these relatively large penalties for public companies, arguing that the cost 
of penalties are borne by shareholders who are frequently also the victims 
of the corporate malfeasance. 


Table 1 : Average Penalties in SEC Settlements with Investment Advisers, Public 
Companies, and Investment Firms 

Case type 

Number of settled 
enforcement 
actions 

Range of penalties 

Average penalty 

Investment 

adviser 

14 

$2— $140 million 

$56 million 

Public company 

11 

$3— $250 million, $2.2 
billion 

$61,5 million" 

Investment tirm 

12 

$5 — $150 million 

$43 million 


Source SEC 


'Ths average penalty SEC oblairted in settled enforcement actions involving corporate accounting 
fraud at public companies does not include its record $2.2 billion penalty obtained ir^ its settlement 
with WorldCom, Inc., in July 2003. A iederal districtcourt order stated that the penalty would be 
satisfied, post bankruptey, by the company's payment of $500 million in cash and the transfer of 
common stock in the reorganized company valued at $250 million to a court'appointed distribution 
agent. 

In addition to bringiiig enforcement actions against firms, SEC has held 
individuals responsible for their roles in the trading abuses. As of February 
28, 2005, SEC had brought enforcement actions against 24 individuals and 
settled with 18, obtaining penalties and industry bars in all cases (see table 
2 for penalties) and disgorgements in some. Almost all of these settled 
enforcement actions involved high-level executives, including eight chief 
executive officers (CEO), chairmen, and presidents. The penalties SEC 
obtained in these settlements ranged from $40,000 to $30 million. The 
penalties obtained from three individuals are among the four liighest in 
SEC’s history — one for $30 million (the highest) and two for $20 million. 
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SEC also obtained a combined $150 million in disgorgement from tliese 
three individuals.'’ In addition, as part of its settlements, SEC pennanently 
barred 5 individuals, Including the 3 mentioned above, from association 
with investment advisers, investment companies, and in some cases other 
regulated entities, and barred the remaining 13 for various periods from 
their industries. 


obtained an additional $529,000 in disgorgement from five ottier indixidiials. 
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Table 2: Penalties SEC Obtain^ in Settlement from Individuals Charged in 
Investment Adviser Cases 

Individuals charged, by investmeirt adviser case' 

Penalty 

Strong Capital Management, Inc. 

• Founder and former chairman" 

• Former executive vice-president"' 

• Former director of compliance" 

$30 million 

$375,000 

$50,000 

Pilgrim Baxter & Associates, Ltd. 


♦ Former president 

$20 million 

♦ Former chief executive officer (CEO)" 

$20 million 

Invesco Funds Group. Inc. 


• Former CEO 

$500,000 

• Chief invesimeni officer 

$150,000 

• National sales manager 

$150,000 

• Assistant vice president of sales 

$40,000 

Massachusetts Financial Services, Co. 


• Former president 

$250,000 

♦ Former CEO 

$250,000 

RS Investment Management, LP 


. CEO 

$150,000 

• Chief financial ollicer 

$150,000 

Columbia Management Advisors, Inc. 


• Former portfolio manager 

$100,000 

• Former chief operating officer 

$100,000 

• Former national sales manager 

$50,000 

Banc One Investment Advisors, Corporation 
• Former CEO of related fund 

$100,000 

Fremont Investment Advisers, Inc. 

• Former CEO 

$100,000 

Total 

$72,515,000 


Souice: SEC 

Some individuals charged in the investment adviser cases had more than one title with the 
investment adviser or with an associated entity, such as the related mutual fund. Unless otherwise 
indicated, the position indicated refers to the position the individual held with the investment adviser. 

SEC permanently barred this individual from association with certain regulated entities, including 
investment advisers and investment companies. 
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SEC Consistently Applied in detennining appropriate penalties to recommend to the Commission in 
Procedures in Setting investment adviser cases we reviewed, SEC staff consistently applied 

Penalties criteria that the agency lias established. Tliese criteria reauire SEC to 

consider such things as the egregioasness of the conduct, the amount of 
harm caused, and tiie degree of cooperation and to compare proposed 
penalties with penalties obtained in similar cases. SEC staff may also 
consider litigation risks in determining appropriate penalties. For 
example, if SEC pursues an overly aggressive penalty, a defendant may be 
less likely to settle, and a judge or other arbitrator may not agree with 
SEC’s analysis and impose a lesser penally. A range of SEC officials 
participate in SEC’s process for setting appropriate penalties — including 
the Commissioners — to help ensui'e tliat no one individual or small group 
has disproportionate influence over the final decision. Moreover, SEC has 
coordinated penalties and disgorgement with state authorities in many of 
its market timing and late trading cases, altliough some states obtained 
additional monetary sanctions. 


Several Factors Have 
Complicated Criminal 
Prosecution of Market 
Timing, but State and 
Federal Authorities Have 
Brought Criminal Charges 
in Late Trading Cases 


Officials fnun DOJ, NYSOAG, and the Wisconsin Attorney General’s Office 
told us that Uiey have declined to br ing criminal cliarges for market timing, 
largely because market timing itself is not illegal, In instituting 
administrative proceedings in the 14 Investment adviser cases discussed 
above, SEC alleged that the undisclosed market timing constituted 
securities fraud, conduct expressly prohibited under federal securities 
laws. According to DOJ officials, although state and federal criminal 
prosecutors can also seek criminal sanctions for securities fraud, such 
prosecutions may be mote difficult to prove than civil actions. DOJ 
officials told us that criminal prosecutors must be able to prove beyond a 
reasonable doubt that the defendant committed fraud, whereas civil 
authorities generalfe^ need only show that a preponderance of the evidence 
indicated a fi^udulent action. According to DOJ and NYSOAG officials, for 
a variety of reasons their review of cases involving market timing 
arrangements concluded tliat tliey did not warrant criminal fraud 
prosecutions.'* For example, in commenting on one case involving an 
inv'estment adviser’s undisclosed market timing aiTangement, the 
Wisconsin Attorney General stated that the risk in trying to convince a jury 
beyond a reasonable doubt that the particular' behavior w'as criminal 


""DCXJ aiui NYSOAG uUicials said Lhal Ihc lacl Ut<iL a eriitiiiiaJ ciisc luis iiol been brouglit 
against an mvcstaKait adviser to date for entering into undisclosed inai'kct dining 
an angements witli favored investors does not preclude them from biinging one in the 
f’ul.iire if (.hey lielieve the taris and eireumslanees warraiil il. 
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motivated his office and other state prosecutors to instead pur sue a ci\11 
enforcement action. 

According to a recent law journal article, the ambiguous nature of some 
funds' prospectus language may liave further weakened the ability of 
federal and state prosecutors to bring criminal charges against investment 
advisers that allowed favored investors to market time.“' The article stated 
that it is often unclear whether and to what exteirt a fund prohibits market 
timing. For example, many mutual funds merely “discouraged" market 
timing to the extent that it caused “harm” to the funds. According to the 
article, such language is subject to various interpretations as to what 
constitutes discouraging and wliat constitutes harm to fund performance. 
Further, It stated that even prospectus disclosures that allow a specific 
number of exchanges can be ambiguous because the term “exchange” is 
subject to various Interpretations. Such ambiguities may hamper criminal 
prosecutors’ efforts to pn)ve that the market timing arrangements 
constituted a willful intent to defraud.'" 

In contrast, NYSOAG and DOJ have brought at least 12 criminal 
prosecutions against individuals involving late trading violations. In one 
case, NYSOAG charged a former executive and senior trader of a 
prominent hedge fund with conducting late trading on behalf of that firm 
through certain registered broker-dealers in violation of New York’s state 


'‘TJobcrto M. Braeccas, “Late Tradini; and Market Timing;,' .'S(tcv)iTies & Comriiodities 
Regulation, voL 37. na7 (2004). 

^'()n April 16, 2004, SK(i adopted ainwidments fo Konii N-1 A reijiiiring njien-BTided 
iiiMiiageineiil. iiivesl.meril. eorniKiiiies (iiiiiliial I'unds) lo disclosf^ in llieir jir()sj>f'<duses holh 
theiisksto shareholdfirs of frequffnt puix’hasfs and j'edenijitions of t he irnitual fund’s 
shares and llie iiiiiUial fund’s |K)li<ries and pnatediires with resj>e<'t lo such rre<pient 
piirt’luisos and FedcnipLiuns. Iflhcitiulual fund's hosuxl tuis nol adopted sucli policies iuid 
j>nH;eilures, the iniiliial fund must disclose Ihe spex'jllc^ t)asis Tor I he hoard’s view thal il is 
appiopriaie for the nuilual fund to not l»ave siK'h policies <uid proeeduivs. Ttiesc rules <ire 
intended to require mutual funds to describe with speoifioitj' the restrictions they rilaec on 
irequenl puieiiases and rcdcntplions, if any, <uid tiie eiieiiinsliuices luider wiiieii ;uiy sueii 
restrictions will not apply. Sec Disclosure Regarding Market Tinuirg and Selective 
Disclosure of Port-folio Holdings, 69 /’cd. Reg. 22300 (2004) (amendments to Form N-IA; 
text ofthcamordincnts do not appear in the Code<jf Federal Regulations). Form N-1 A is 
used by mutual funds to register under the Investment Company Act of 1940 and to file a 
rt^islralion slalemeiil under l.he Keeiiril.ies .Aciof 1933 lo olfer their shares lo the public. 
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securities fraud statute.^ According to DOJ officials, criminal prosecution 
of late trading is fairly straightforward because the practice is a clear 
violation of federal securities laws. 


Inadequate Documentation 
Procedures Limit SEC’s 
Capacity to Effectively 
Manage the Criminal 
Referral Process 


SEC staff said that as state and federal criminal prosecutors were already 
aware of and generally evaluated tlie mutual fund trading abuse cases for 
potential cjiniinal violations on their own initiative, SEC staff did not need 
to make specific criminal referrals to bring these cases to their attention. 
However, in the course of our review* we found that SEC's capacity to 
effectively manage its overall criminal referral process may be limited by 
inadequate recordkeeping. SEC rules provide for both formal and informal 
processes for making referrals for criminal prosecutions; however, senior 
Enforcement staff told us that SEC uses only the informal procedures 
(such as telephone calls t(» criminal authorities) for making criminal 
referrals, describing them as less time-consuming and more effective than 
tlie more cmnbersome formal processes, wliich involved multiple levels of 
agency review* and approvjd including review* and approval by the 
Commission. Wliile potentially efficient, SEC’s informal procedures do not 
provide critical management hdbnnation on the referral process. 
Specifically, SEC staff do not document referrals or reasons for making 
them. According to federal internal control standards, policies and 
procedures, including appropriate documentation, should be designed to 
help ensure that management’s directives are carried out. Without proper 
documentation, SEC cannot readily determine and verify whether staff 
make appropriate and prompt referrals. Documentation of referrals might 
serve as an additional internal indicator of the effectiveness of SEC's 
referral process and is also important for congressional oversight of law 
enforcement efforts in the securities industry. In response to a 
recommendation in our report, SEC agreed to institute procedures 
requiring the documentation of referrals and the reasons for such 
referrals. 


^'‘Thcdcfcndantplcadedguilly to avlolatuMi of New York's Martiu Act, General Business 
Law § 352-cC6). Hiis individual also settled a parallel chll enforcement action Instituted by 
SEC. Hic SEC setflement order found that this iiidhldual wlUfiilly aided and abetted and 
caused rtolations of SEC Ihile 270.22c-l by engaging in late trading of mutual fund shar es 
on lieliair of a hedge fund <)t)eraU)r 
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SEC Efforts to Encourage 
Staff Compliance with 
Federal Conflict-of-interest 
Laws On New Employment 
Do Not Include Tracking 
Post-SEC Employment 
Plans 


SEC pro\'ides training and guidance to its staff on federal laws and 
regulations regarding employment with regulated entities and also 
requiresfomier staff to notify it if they plan to make an appearance before 
Uie agency However, SEC does not require departing staff to report 
where they plan to w'ork as do other financial regulators. According to 
SEC staff, they have not tracked postemployment information because 
SEC examiners and other staff are highly aware of employment-related 
restrictions. SEC staff also said tliat since agency examiners have 
traditionally visited mutual fund companies periodically to conduct 
examinations, they are less likely to face potential conflicts of interest 
than bank examiners w^ho may be located full-time at large institutions, 
Nonetheless, as I described earlier, SEC is assigning staff to monitor large 
mutual fund companies on an ongoing basis. These SEC examination 
teams would likely have more regular contact •with fund management over 
a potentijilly longer period of time. In addition, the new SEC rule requiring 
all mutual fund firms to designate CCOs may increase an existing demand 
for SEC exmnineis to fill open positions in the compliance departments at 
regulated entities. As a result, the potential for employment conflicts of 
interest might irtcrease. In response to a recommendation in our report, 
SEC agreed to request tluit departing employees provide information on 
where they plan to work and institute procedures (including reviewing 
examination documentation) if agency staff believe that a departed 
employee’s work products may have been compromised due to 
interactions with a regulated entity. 


"'Fcrdcral iMwsplanto n;sl.ricli(>iis on Iho jxisirc^ic^rHl onij)loyrnotil orcxeciilivo Ijmnch 
employee, Spcclficalb-', law® gonctally prohibit federal executive branch employees 
from participating personal^ and substantially in u j:iai1iciilar inattei that a person or 
oTganixal.ioTi with whom the employee is negotiating pros[>et'tive employment ha.sa 
financLTl interest. 18ir.S.C 1 208(a). In addition, former senior employees are prolribited for 
a ixniod of I year following federal employment fioin oonininnioatiTig with or appearing 
befonr Ihcir foriiKT fcHicnil employer <ni iHduiifor anyone' with I he inleni to irilliK^nite 
agency action. 18 l.'.S.t?. § 2(l7(a). 'Ilris ■ccK>ling-off’ period is 2 years concerning any matter 
IhnI wa.S 2 >ending under a former employee’s ofliciaJ resjronsihilil y during the 1 year period 
prior to leniiiiiatioii of federal cmployitienl. 18 f .S.C. § 207(b) .VioUition of eiUicr lire 
■s(?ekiiig cmploymeiil” or{H)sir<xlcral employriK'nl. rwlivily n'sl riel ions loi.n rx'siilt in rivil 
iuid criminal sanctions. 18 U.S.C. § 216. 

^17 C.F.R § 200.735-8(b)Cl) requires former SEC: staff to file a notice wltli SEC within 10 
days aftCT being employed or retained as tire representative of any person outside of tire 
government in aiw matter in which an appearance before, i:>r communication wltle, SEC or 
its employees is contemplated. This rule applies to all former SEC staff for 2 years after 
leaving llie agen<fy. 
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Observations undisclosed market timing arrangements and late trading abuses 

detected in September 2003 represented one of the most widespread and 
serious scandals in the history of the mutual fund industry. SEC has 
determined that undisclosed market timing arrangements, in particular, 
existed at many lai^e mutual fund compatties for as long as 5 years. 
However, before 2003, SEC did not identify the undisclosed arrangements 
betw'een investment advisers and favored customers through the agency's 
oversiglit process. SEC staff faced competing examination priorities that 
may have affected its capacity to detect the abusive practices but has 
taken several recent steps intended to strengthen its mutual fund company 
oversight program and improve company operations, Several lessons can 
be drawn from the experience in regar d to regulators (1) perfontiing 
independent assessments of internal controls, (2) having the capacity to 
identify and evaluate evidence of potential risks, and (3) ensuring the 
independence of the compliance function at mutual fund companies. 
Accordingly, our April 2005 report included recommendations to enhance 
the effectiveness of SEC s mutual fund oversight program and help 
strengthen fund company operations, w'hich SEC agreed to either 
implement fully or consider ways to implenrent them. Altltough our May 
2005 report found that SEC consistently applied its penalty setting 
procedures in the cases w’e reviewed, it also identified weaknesses in the 
agency’s procedures relating to the referral of securities cases to other 
agencies for potential criminal violations and ensuring that departing 
employees compiled with conflict-of-interest laws and regulations. The 
report included recommendations to better ensure that these agency 
responsibilities are being met, which SEC agreed to implement. 


Mr. Chairman, this completes my prepared statement. I would be happy to 
respond to any questions that you may have. 
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Mr. Cannon. Ms. Richards, you’re recognized for 5 minutes. 

TESTIMONY OF LORI A. RICHARDS, DIRECTOR, OFFICE OF 

COMPLIANCE INSPECTIONS AND EXAMINATIONS, U.S. SECU- 
RITIES AND EXCHANGE COMMISSION 

Ms. Richards. Thank you, Chairman Cannon, Ranking Member 
Watt, Members of the Committee. I am Lori Richards. I am Direc- 
tor of the SEC’s Office of Compliance Inspections and Examina- 
tions. Thank you for inviting me to testify here today about the 
SEC’s oversight of the mutual fund industry, the recent mutual 
fund trading abuses and recent GAO reports. 

In the last 21 months, the SEC has moved quickly to implement 
a series of reforms with respect to mutual funds. We rapidly exam- 
ined and investigated fund firms and brought numerous enforce- 
ment actions. We adopted new rules designed to improve mutual 
funds governance, ethical standards, compliance and internal con- 
trols. We initiated reforms to SEC rules designed specifically to ad- 
dress market timing and late trading. And finally, we improved 
SEC examiners’ ability to detect emerging compliance problems 
promptly. It is our expectation that, taken together, these reforms 
will minimize the possibility of these types of abuses from occur- 
ring again. 

My testimony today focuses primarily on the significant steps 
that the SEC has taken with respect to its examination oversight 
of mutual funds. There are now over 8,000 mutual funds managed 
in over 900 mutual fund complexes, and over 8,000 investment ad- 
visors registered with the SEC. The size of the mutual fund indus- 
try does not allow the SEC to conduct comprehensive audits of all 
of their operations. Until recently the SEC had approximately 360 
staff people who were dedicated to these examinations. In 2003, 
however, budget increases allowed us to increase the size of the 
SEC’s examination staff to approximately 500 staff people. 

Given the size of the industry, our examinations focus on those 
areas that, in our view, pose the greatest risk to investors. The 
challenge for any regulator with limited resources is to identify and 
to effectively target those areas that pose the greatest risk. SEC 
examinations are, therefore, focused on the use of a fund investor’s 
assets, their money and their securities, and primarily whether the 
mutual fund is making investments on behalf of investors that are 
appropriate, how mutual funds are being marketed and sold to re- 
tail investors, and whether funds were trying to inflate the returns 
of the fund or take on undisclosed risk in order to generate more 
sales. 

It is important for me to note that while market timing was the 
subject of recent GAO reports, SEC examinations have often de- 
tected serious compliance problems in other areas, and those have 
resulted in serious enforcement actions. For example, the SEC has 
been on the forefront of discovering and addressing abuses with re- 
spect to the widespread failure to deliver mutual fund discounts to 
investors on their purchases of mutual funds; investment advisors’ 
undisclosed favoritism in the allocation of shares amongst their cli- 
ent accounts; the failure to disclose the use of mutual funds money 
to pay the cost of selling fund shares; and various types of sales 
abuses, in particular selling one type of fund to an investor when 
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another type of fund would be better for that particular investor, 
and various unsuitable sales associated with the sales of variable 
annuity products. 

Since the first instances of market timing and late trading were 
identified by a tip to the New York Attorney General’s Office, the 
SEC moved very rapidly to investigate this issue in the broader 
mutual fund industry. As of May 31, 2005, the SEC has brought 
29 enforcement actions involving mutual fund complexes and their 
employees and 12 enforcement actions involving broker-dealers and 
their employees. The recent GAO report outlined some of these en- 
forcement actions, and recognizes that the penalties obtained in 
these cases are among the largest ever imposed by the SEC. Prior 
to 2003, as the GAO report notes, we did not identify the covert 
secret market timing arrangements between mutual funds and ac- 
tive traders. 

It is important to note that there is a difference between market 
timing that is legal and market timing that is illegal. Illegal mar- 
ket timing involved secret arrangements between fund executives 
and select market timers. By their nature these were secret, undis- 
closed arrangements, some of which we now know involved nomi- 
nee accounts and false trading records. The SEC did not have prior 
notice of these secret arrangements that some mutual fund execu- 
tives had with favored traders. 

GAO has stated that we can learn lessons from our experience 
with market timing. I suppose I would recast that statement slight- 
ly to say that we have learned lessons from our experience with 
market timing. We have implemented changes to our examination 
protocols that will allow examiners not only to detect abusive mar- 
ket timing and late trading, but, perhaps more importantly, to be 
more nimble, to be more aggressive, to be more proactive in identi- 
fying other types of misconduct associated with mutual funds. 

The new methodology is described in some detail in my written 
testimony, but key enhancements include conducting focused rou- 
tine examinations on the highest-risk firms; increasing the use of 
data and technology in examinations, including by randomly re- 
viewing mutual fund employees’ e-mails. One of the lessons we 
learned is that the secret market timing arrangements were often 
negotiated between mutual fund executives and market timers via 
e-mail communications. So those are now critical aspects of our 
routine examinations. 

We are studying the development of an off-site surveillance pro- 
gram for mutual funds and investment advisors. We implemented 
a new risk mapping program to better identify areas of emerging 
risk. We have implemented a new program to rapidly investigate 
emerging compliance problems by use of sweep examinations. We 
are implementing dedicated monitoring teams for the largest fund 
organizations, and, very importantly, to help reduce violations or 
help eliminate the possibility that violations could occur in the first 
place. We are reaching out to the new chief compliance officers at 
mutual fund firms and investment advisors in a new chief compli- 
ance officers outreach program to help them better eliminate com- 
pliance problems in the first place. 

In sum, the SEC has taken aggressive steps to address abusive 
market timing and late trading in mutual fund shares, but more 
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broadly, the SEC has taken steps to protect investors from the next 
instance of fraud and abuse by improving our ability to spot emerg- 
ing problems more quickly. 

Thank you, and I am happy to answer any questions you may 
have. 

Mr. Cannon. Thank you. 

[The prepared statement of Ms. Richards follows:] 
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Prepared Statement of Lori A. Richards 


Testimony Concerning SEC’s Mutual Fund Oversight 

by Lori A. Richards 

Director, Office of Compliance Impeciions and Examinations 
US. Securities S: Exchange Commission 

Before the U.S. House Subcommittee on Commercial and Administrative Law 
June 7, 2005 

Chairman Cannon, Ranking Member Watt, and Members of the Subcommittee: 

I am Lori Richards, Director of the Securities and Exchange Commission’s Office of 
Compliance Inspections and Examinations (“OCIE”). Thank you for inviting me to testify today 
on behalf of the SEC about the SEC’s oversight of the mutual lund industry, the recent mutual 
fund trading abuses and recent GAO reports concerning the SEC’s examination and enforcement 
actions with respect to these abuses (GAO-05-3 13 and GAO-05-385). In the wake of the abuses, 
the SEC moved quickly to implement a series of mutual fund reforms. The SEC: (1) rapidly 
examined and investigated fund firms, and brought numerous enforcement actions involving 
abusive market timing and late trading; (2) adopted new rules designed to improve mutual funds’ 
governance, ethical standards, compliance and internal controls, and disclosures to investors; (3) 
initiated reforms to SEC rules designed to address market timing and late trading; and (4) 
improved the ability of the SEC’s examination program to detect emerging compliance problems 
promptly. Tt is the SEC's expectation that, taken together, these reforms will minimize the 
possibility of the types of abuses we have witnessed in the past 21 months from occuning again. 
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1 have attached as an appendix a summary of the recent new and proposed new rules with respect 
to mutual funds, as well as a list of the SEC enforcement actions involving abusive market 
timing and late trading. My testimony today will focus primarily on the significant steps the 
SEC has taken with respect to its examination oversight of mutual funds. 

L SEC’s Examinations of Mutual Funds 

With more than 92 million Americans invested in mutual funds, representing tens of millions of 
households, and approximately $8 trillion in assets, mutual funds are a vital part of this nation's 
economy. Millions of investors depend on mutual funds for their financial security. 

The SEC staff conducts compliance examinations of mutual funds and investment advisers. 

There are now some 8,000 funds, managed in over 900 fund complexes, and over 8,000 
investment advisers. Until recent years, the SEC had approximately 350 staff persons for these 
examinations. In 2003, budget increases allowed the SEC to increase its staff for fund 
examinations by a third, to approximately 500 staff The size of the mutual fund industry 
precludes a comprehensive audit of each registrant’s operations by examination staff Staff 
examinations, therefore, focus on those areas that, in the staff s view, pose the greatest risk to 
investors. 

Examinations identify compliance problems at individual firms, and also help to identify areas of 
emerging compliance risk in the fund industry generally. Prior to 2003, the focus of SEC 
examinations w as on conflicts of interest in the management of mutual funds, and in particular, 
whether funds were trying to inflate the returns of the fund, or take on undisclosed risk. The 
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concern was that, in attempting to produce strong investment returns to attract and maintain 
shareholders, fund portfolio managers and other employees had an incentive to engage in 
misconduct in the management of the fund. The staff focused on these areas not only because of 
the risks posed, but also because past examinations had identified problems in these areas, and 
there was concern that the problems could be more widespread. As a result, examination 
protocols required that significant attention be focused on portfolio management, order 
execution, allocation of investment opportunities, pricing and calculation of net asset value, 
marketing of returns, and safeguarding fund assets from theft. SEC examiners identified a 
number of practices that can harm investors, including, for example, abusive soft dollar 
arrangements, favoritism in the allocation of investments, misrepresentations and omissions in 
the sales of fund shares, inaccurate pricing of fund shares, the failure to obtain best execution in 
portfolio transactions, sales practice abuses in the distribution of different classes of mutual fund 
shares, and the failure to give customers the discounts (called “breakpoints”) generally available 
on large purchases of ftind shares. 

Since the first instances of market timing and late trading at several fund firms were identified by 
a tip and a subsequent investigation by the New York Attorney General’s Office in September 
2003. the SEC moved rapidly to investigate this issue in the broader mutual fund industry. The 
Commission initiated immediate examinations and investigations of a large number of market 
participants to determine whether they engaged in undisclosed abusive market timing and late 
trading in fund shares. As of May 31, 2005, the Commission has brought 29 enforcement 
actions involving mutual fund complexes and their employees, and 1 2 enforcement actions 
involving broker-dealers and their employees. The recent GAO report outlines some of these 
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enforcement actions, and recognizes that the penalties obtained in these cases are among the 
highest imposed by the SEC. The GAO found that die SEC followed a consistent process for 
determining penalties and that the SEC coordinated penalties and other sanctions with interested 
state regulators. 

Also as part of this study, GAO examined the SEC’s criminal referral process. While the SEC 
does not itself have authority to make criminal prosecutions, working with the criminal 
authorities is a critical component to effective enforcement of the securities laws. Senior 
enforcement officials consistently review matters under their responsibility for referrals to 
criminal authorities. The SEC has delegated to the staff at a senior level, the authority to discuss 
any matter with the criminal authorities to determine their interest. The staff has also been 
delegated authority to provide access to any documents to these authorities. The staff works with 
the criminal authorities on a regular basis, such as on the Coiporate Fraud Task Force, and holds 
regular meetings with U.S. Attorneys Offices and state prosecutors, so that there is an open line 
of communication and effective relationships have developed. This process, while informal, has 
proven to be highly effective. In fiscal year 2004, the SEC coordinated with 41 U.S. Attorney’s 
Offices and 8 state prosecutors on 159 indictments or informations for 302 individuals. In the 
mutual fund trading abuse area the SEC coordinated extensively with the criminal authorities. 
Criminal authorities are aware of all SEC investigations relating to mutual fund market timing 
abuses. The criminal authorities have evaluated each of these matters for their appropriateness 
for a criminal prosecution. GAO has recommended that the SEC track referrals to the criminal 
authorities and the staff is in the process of converting its case opening form to a web-based 
application, which will provide for documentation of referrals to criminal authorities. 
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The GAO notes that prior to September 2003, SEC examination staff did not detect the abusive 
and secret market timing arrangements that fund executives had with select traders. It is 
important to note that the illegal market timing involved secret arrangements between fund 
executives and select market timers allowing the timers to engage in more frequent trading than 
the fund's prospectus or other internal policies allowed. Some of the arrangements involved 
nominee accounts and false trading records. These were covert, non-disclosed arrangements. In 
fact, many fund firms stated at the time that they deterred market timers, and had even hired 
“market timing police” to prevent this type of trading. The SEC did not have prior notice of 
these secret arrangements that some mutual fund executives had with favored traders. 

It is important to distinguish between the market timing that was illegal {involving covert 
agreements described above) and the market timing that was not illegal. As the GAO notes, 
market timing itself is not illegal - traders attempt to '‘arbitrage” securities held in mutual funds 
because of the way mutual fund securities are priced each day. Most mutual funds price their 
shares at 4pm ET, by using the closing market price of the securities in the fund. For securities 
traded on a foreign exchange, the foreign market may have closed many hours earlier. If an 
event affecting the value of the portfolio securities occurs after the foreign market closes but 
before the fund prices its shares, the foreign market closing price for the portfolio security will 
not reflect the current value of those securities. Traders may attempt to purchase fund securities 
with knowledge that the prices are “stale” and do not reflect these intervening events. While not 
illegal, this short term trading may disadvantage the fund's long-term investors by imposing 
trading costs, disrupting the management of the fund’s portfolio and extracting value from the 
fund. 
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To help combat frequent trading, the SEC recently adopted rules requiring that mutual funds 
better disclose their policies with respect to market timing, and allowing mutual funds to impose 
redemption fees to discourage short-term trading. As GAO notes in its report, the ability to 
arbitrage mutual funds may also be diminished if mutual funds take steps to “fair value” their 
securities by updating the price of the security with more current information. The SEC has also 
taken steps to provide mutual funds with improved ability to effectively enforce their market 
timing restrictions with respect to those shareholders who purchase fund shares through 
intermediaries (such as broker-dealers and retirement plan administrators). 

GAO stated that the SEC can learn lessons from its experience with market timing. In addition 
to the regulatory and enforcement actions the Commission has taken, OCI E instituted a number 
of improvements to the examination process. OCI E implemented changes to our examination 
protocols that will aid examiners in being able to detect these types of abuses in the future, and 
importantly, to detect additional types of fraudulent conduct. The challenge for any examination 
oversight program is to determine how best to use limited resources to oversee a large and 
diverse industry. More specifically, the challenge is to identify the areas of highest risk to 
investors, and to probe these areas effectively. Beginning in early 2004, OCIE shifted to a risk- 
based methodology for examining mutual funds and investment advisers. OCIE spots risks 
earlier, conduct reviews that are highly focused on identified risks, and report the results of those 
reviews to the Commission. This new methodology allows the staff to move more quickly, to be 
more nimble, and to be more responsive to the rapidly changing risk environment in the fund 
community. This new risk-based approach has involved a number of specific program 
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enhancements, summarized below (key enhancements are described in more detail later in the 
testimony). SEC examination staff have: 

Focused routine examinations on high-risk firms: with the additional resources added to 
the examination program in 2003, OCIE increased examination frequency of the largest 
fund firms, and those fund firms posing the greatest compliance risk (from once every 
five years, to once every two or three years — prior to 1998, examination cycles had been 
as infrequent as once every 12-24 years). Other firms are examined “for cause.” in 
sw'eeps, or randomly; 

> Increased the use of technology and data; 

Implemented a new “Risk Mapping” method to identify new or emerging areas of 
compliance risk, and worked closely with the SEC’s new Office of Risk Assessment to 
help identify and coordinate areas of risk across the agency; 

> Implemented a new' program to rapidly investigate emerging compliance problems 
promptly by use of “sw'eep examinations;” 

> Increased the use of interview's during examinations, as part of the assessment of a firm’s 
control or risk environment; 
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> Worked with an SEC task force to study the possible use of data as part of a surveillance 
program for funds and advisers; 

Initiated new dedicated ‘'monitoring team” program for certain large advisers; and 

> Initiated a new ‘'Chief Compliance Officer Outreach” program to help new mutual fund 
and investment adviser chief compliance officers identify and resolve compliance 
problems at their firms. 

As GAO notes in its report, prior to the identification of market timing abuses in 2003, in late 
2002, SEC examiners adopted an approach for routine examinations designed to evaluate the 
quality of fund firms’ own internal compliance controls, including by testing those controls in 
key operational areas. To better detect market timing, in 2003, SEC added a review of a fund’s 
daily sales and redemptions data, which can reveal patterns of trading in a fund’s shares that may 
indicate market timing. Additionally, because the covert arrangements that fund executives had 
with select shareholders were often evidenced only in e-mail communications and not in written 
agreements, contracts, or other documents, SEC examiners now frequently request e-mail 
communications during examinations (past routine examinations did not include a random 
review of employees’ e-mail communications, unless there was cause to believe that particular 
communications were relevant to the examination). Additional new examination steps include a 
review of personal trading records showing trading in the fund shares by select fund executives. 
Previously, SEC rules did not require fund executives to report internally their trading in their 
fund shares. In .luly 2004, the SEC closed this loophole, and required that fund executives report 
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all of their trades to fund compliance officials for review. This broader reporting requirement, 
which had already been adopted by a number of fund groups when the Commission adopted it, is 
designed to give fund managers a better tool to monitor their employees who might be tempted 
to market time their own funds. 

More broadly, to identify emerging areas of compliance risk promptly, the examination program 
now includes an extensive “Risk Mapping" exercise. All examiners, from the most junior to the 
most senior, participate in small focus-group-like discussions about the compliance risks they 
have perceived in the securities industry. Participants identify risks, map them to relevant 
mitigating and aggravating conditions, and propose possible compliance and regulatory 
solutions. The risks are then divided into national risks, those requiring an immediate response 
across the program, and emerging risks, those requiring attention, but not a full-scale immediate 
response. In addition to reviewing and testing controls in key high-risk areas, GAO recommends 
that SEC request lists of all compliance-related reports from fund firms during examinations. 

The SEC is evaluating this recommendation. Finally, to aid in the effort to identify issues posing 
risk, examination staff conducts a small number of “wall-to-walP’ examinations designed to 
comprehensively probe fund operations to assist in detecting areas of emerging compliance risk 
that may not be indicated by other means. 

The examination program now includes risk-targeted sweeps. In a risk-targeted sweep, staff 
review a risk or potential violation across a number of different firms. In terms of methodology, 
this is a “horizontal"’ review. That is, staff look at the risk area across several firms, as compared 
to a “vertical” review where it would look at a single firm from top to bottom. Risk targeted 
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sweeps provide several important advantages. As soon as a developing risk is identified, an 
examination team is deployed to look into it. In many cases OCIE begins with a small sample of 
firms. If the risk appears serious OCIE may expand the size of the sample, and include more 
firms. When completed, OCIE has examination results from a defined sample of firms that have 
been visited in a roughly contemporaneous period of time. This allows OCIE to make sound 
inferences about the nature and danger of the risk in the industry generally. As an example of 
this examination technique, the SEC recently released our findings from a risk-targeted 
examination sweep of investment advisers that provide advice to pension plans, focusing on 
disclosure and conflicts of interest (available at 
http:/,’'Wi.vw.sec.gov/nevi'S/studies/pensionexamstudv.pdf ) . 

Finally, OCIE continues to develop additional program enhancements. For example, OCIE’s 
examination program will soon include monitoring teams for the largest mutual fund complexes. 
Teams of examiners will be assigned to each mutual ftind group, will get to Icnow the business 
and operations of the complex, and will visit it regularly. 

The SEC is also exploring ways to better spot indications of aberrant conduct outside of the 
examination process. Chairman Donaldson formed an SEC staff task force to study sun^eillance 
of advisers and funds and to explore how the staff can enhance its oversight of the industry. The 
goal of such a surveillance program would be to identify indications of problems, and then target 
the particular fund or adviser for follow up inquiry by telephone, letter, or on-site visit. Staff 
would also be able to examine the relevant data — industry-wide — to determine if a systemic 
problem is emerging. Surveillance systems already protect other significant classes of financial 
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assets and the task force is exploring whether similar sur\^eillance can be deployed to protect 
those who invest in mutual funds or entrust their money to investment advisers. 

More fundamentally, the SEC has recently put new rules into place that are designed to improve 
compliance by funds and advisers by requiring that they strengthen their own internal 
compliance programs. The new rules require that advisers and funds implement and maintain 
written compliance policies and procedures designed to prevent, detect, and correct compliance 
problems in key areas of their operations. The new mies also require that funds and advisers 
designate a chief compliance officer to implement those compliance policies and procedures, 
and, in order to assist the fund board in exercising compliance oversight, that fund's chief 
compliance officer report on compliance matters to the fund’s board of directors. GAO has 
recommended that SEC examinations seek to assess the “independence and effectiveness” of 
these new chief compliance officers during examinations. C’onsistent with this recommendation, 
OCIE has been assessing their role since the new rule went into eftect last October, and is 
preparing guidance for SEC exam staff. GAO suggested that the SEC develop a plan to receive 
and review funds’ annual compliance reports to their boards of directors on an ongoing basis. 

The staff is considering this recommendation. 

Finally, GAO suggested that the SEC enhance its procedures to avoid ethical conflicts of interest, 
especially by examiners who leave the SEC to work for a private firm. The SEC has worked to 
establish and maintain the highest levels of ethics and integrity across the agency. Within the 
examination program, in 1 997 the staff developed a series of ethics guidelines for examiners that 
exceed the standards of the Office of Government Ethics. These guidelines are intended to 
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assure staff independence in conducting examinations. They include guidance on how to avoid 
conflicts of interest while examining a registrant, what to do when seeking employment outside 
the SEC, how to handle personal conflicts, how to address situations where employment or 
relationships with a spouse or personal friend creates a potential conflict, and numerous other 
issues. SEC staff also receive training on ethics, including periodic refresher courses specifically 
for examiners. OCIE recently instituted several enhancements to the ethics program. OCIE now 
has at least one ethics official in the examination program of each of the SEC’s regional and 
district offices to provide advice and guidance to examination staff on issues they encounter, and 
special training sessions are planned for these new ethics officials, finally, as GAO suggested, 
the SEC is in the process of establishing a process for requesting information from departing 
staff regarding the individual’s new employer. 

We also strongly believe in vigorously continuing our outreach program to the industry. It is 
important that the industry understand the concerns of the Commission and our examination 
approach. It is also vitally important that we receive input and feedback from the industry about 
our process. 

n. Conclusion 

In sum, the SEC has taken aggressive steps to address abusive trading in mutual fund shares, to 
detect abusive conduct and more broadly, to improve funds’ compliance programs to protect 
investors. 

Thank you. 1 would be pleased to answer any questions you may have. 
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ATTACHMENT 



SEC Mutual Fund Initiatives 

For i/ifomial, iirforniational purposes only. 

Prepared /;v the Sh('’s Office of Lci^Lsiath'e .Affairs 
Consists primarily o/ information Jbtind in SEC press releases. 

Par complete in/brmulion, jdease refer to official ShX ' poslinfff on wK'w.si'c.ain' 


COMMISSION ACTIONS: 

Amendments to Rules Governing Pricing of Mutual Fund Shares - Late Trading 
On December 3, 2003, the Commission proposed a rule requiring that fund orders be 
received by 4:00 p.m. Specifically, this proposal would require that an order to purchase 
or redeem mutual fund shares be received by the mutual fund — or its primary transfer 
agent or a registered securities clearing agency — by the time that the fund establishes 
for calculating its net asset value in order to receive that day’s price (typically 4:00 p.m. 
for most funds). This rule would effectively eliminate the potential for late trading 
through intermediaries that sell fund shares. Comment period ended on February 6, 
2004. 

• Press Release: http:,//wvvw,sec.gov/nevvs/press-'2003-168.hlm 

• Proposed Rule: hitp:/7M^-w.sec.»ov/'ru1eS;'DroDosed/ic-2628B .htm 


Disclosure Regardin 2 Market Timing and Selective Disclosure of Portfolio Holdings 
On December 3, 2003, the Commission proposed enhanced disclosure requirements for 
mutual funds. Funds would be required to disclose: (1) market timing policies and 
procedures, (2) practices regarding "fair valuation" of their portfolio securities and (3) 
policies and procedures with respect to the disclosure of their portfolio holdings. This 
type of explicit disclosure will shed light on market timing and selective disclosure of 
portfolio holdings so that investors can better understand the fund's policies and how 
funds manage the risks in these areas. Comment period ended on February 6, 2004. 
Final Rule adopted by the Commission on April 13, 2004. 

• Press Release: http://vAWvv.sec.gov/fiew's/press/2003-}68.htn] 

• Proposed Rule: http:/-^'Wwiv.sec.gov/rules.^propo3ed'''33-8343-htm 

• Final Rule: httD://wwwv.sec.srov,riTiles/'final^33-8408.htm 
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Compliance Programs of Investment Companies and Investment Advisers 
On December 3^ 2003, the Commission voted to adopt rules that will require funds and 
advisers to: (1) have compliance policies and procedures, (2) annually review them and 
(3) designate a chief compliance officer who, for funds, must report to the board of 
directors. Designated compliance officers and mitten policies and procedures will have 
several benefits, including having a designated person charged with fund compliance who 
must answer to, and be accountable to, the fund's board of directors, thereby enhancing 
compliance oversight by directors, as well as allowing the SEC’s examination staff to 
review the reports made to the board. 

• Press Release: htti3://wvvw.sec.uov/news/press/2003- 1 68.htrn 

• Final Rule: http:.-'/mvw.sec.gov/mlcs/'final/ia.-2204.htm 


Enhanced Disclosure of Breakpoint Discounts by Mutual Funds 
On December 17, 2003, the Commission proposed amendments that would require a 
mutual fund to provide enhanced disclosure regarding breakpoint discounts on front-end 
sales loads. This enhanced disclosure will assist investors in understanding the breakpoint 
opportunities available to them. Comment peiiod ended on February 13, 2004. 

Final Rule adopted by the Commission on May 26, 2004. 

• Press Release: lutp://www.sec.gov/new.s/pre$s/2003-l 73.htrn 

• Proposed Rule: httpi/.'ww^v.sec.gov/ruics'Dro posed, 03-8347.htin 

• Final Rule: http:/Av\vw-.sec.irov.Tule.s-Tinal''33,g42?.ht.fn 


Concept Release on Mutual Fund Transaction Costs 

On December 17, 2003, the Commission issued a concept release on mutual fund 
transaction costs. The release seeks public comment on whether mutual funds should be 
required to quantify and disclose to investors the amount of transaction costs they incur; 
include transaction costs in their expense ratios and fee tables; provide other measures or 
additional disclosure that would indicate the level of a fund's transaction costs; or some 
combination of the above. Comment period ended on February 23, 2004. 

• Press Release: htfr7:A-www . sec.»ov/news.-pr es .s.'’2003-173.ht rn 

• Concept Release: hitp:.7www.scc.gov/ru)es.'conceot'33-8349.htm 


New Investment Company Governance Requirements 

On January 14, 2004, the Commission voted to propose amendments to its rules to 
enhance fund boards' independence and effectiveness and to improve their ability to 
protect the interests of the funds and fund shareholders they serve. The proposed fund 
governance standards include; (1) Independent Composition of the Board, (2) 
Independent Chairman of the Board, (3) Annual Self-Assessment of Board, (4) Separate 
Meetings of Independent Directors, (5) Independent Director Staff and (6) Preservation 
of Documents regarding Reasonableness of Fees. Comment period ended on March 10, 
2004. Final Rule adopted by the Commission on June 23, 2004. 

• Press Release: http://www.sec.£ov/news/press,/2004-5.hi m 

• Proposed Rule: httD:-7www.sec.gov/rules/proposed''ic-26323.]Um 

• Final Ride: http:,7Svww.sec.2ov/rules/finai.Tc -265 20.hl'm 
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Investment Adviser Codes of Ethics and Insider Reporring of Fund Trades 
On Jannar\' 14, 2004, the Commission voted to propose new rules and related lule 
amendments under the Investment Advisers Act of 1940. The new rule would require 
registered investment advisers to adopt and enforce codes of ethics applicable to their 
supervised persons and, for advisers to funds, to require insiders to report their trades in 
fund shares. Comment period ended on March 15, 2004. Final Rule adopted by the 
Commission on May 26, 2004. 

• Press Release: bttD:/w\w^w.scc.ttov/ne\vs/Dress/2004-5.htm 

• Proposed Ride: hiif)://wvvw. sec.gov, Tuies/pronosed/ia-2209. hLm 

• Final Ride: hrtD:/-'www.scc.gov/rales.Tmali.a-2256.htm. 


Confirmation Requirements and Point of Sale Disclosure Requirements for Mutual 
Fund Transactions 

On January 14, 2004, the Commission voted to propose new rules that are designed to 
enhance the information that broker-dealers provide to their customers in connection with 
transactions in certain types of securities. The two new rules would require broker- 
dealers to provide their customers with targeted information regarding the costs and 
conflicts of interest that arise from the distribution of mutual fund shares. The rules 
would require disclosure at two key times - first at the point of sale, and second at the 
completion of a transaction in the transaction confirmation. Comment period ended on 
April 12, 2004. On March 1, 2005, the Commission announced that it has reopened the 
comment period for and requested supplemental comments on the proposed rule. The 
supplemental release reflects issues raised by commenters to our initial proposal, 
including investor feedback from in-depth testing of prototype disclosure forms. 

• Press Release: http://wmv.sec-}iov.Mews .'Dre ss/2004-5.htm 

• Proposed Ride : ht{p:>/www.sec.gov/mles/DroDOsed/'33-8358.h t m 

• See also: Attachments 1-5, Form Examples 

http:-'. w\iv'\v.^st.-c.uov/ni[es'pr()p()sed\33-8358 attach.pdf 

• Supplemental Release: htit): •vSv ww.sec.gov/rules/DroDOsed/33 -8 544.pd f 

• See also: Supplemental Release Attachment, Form Examples 
httD:.-'/wttvv.sec.C;O V ''ru[es’DroDOscd33-S544anach, ndf 


Enhanced Mutual Fund Expense and Portfolio Disclosure 

On February 11, 2004, the Commission adopted several amendments to its rules and 
forms that are intended to improve significantly the periodic disclosure that mutual funds 
and other registered management investment companies provide to their shareholders 
about their costs, portfolio investments, and performance. The amendments included the 
following: Enhanced Mutual Fund Expense Disclosure in Shareholder Reports; 
Quarterly Disclosure of fund Portfolio Holdings; Use of Summary Portfolio Schedule; 
Exemption of Money Market Funds from Portfolio Schedule Delivery Requirements; 
Tabular or Graphic Presentation of Portfolio Holdings in Shareholder Reports; and 
Management's Discussion of Fund Performance. The new requirements will apply to 
shareholder reports and quarterly portfolio disclosure for reporting periods ending on or 
after 120 days following publication in the Federal Register. 
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• Press Release: http://www.sec-gov/news/press/2004- 1 6.hnn 

• Proposed Ride: http:/A\i,w.sec.^ov/riiles/proposed/ic-25870.htnj 

• Final Ride: ht-tp://w^Av.sec.gov/rales/final/33-8393.htrn 


Improved Disclosure of Board Approval of investment Advisory Contracts 
On February 11, 2004, the Commission proposed amendments to its rules and forms that 
would improve the disclosure that mutual funds and other registered management 
investment companies provide to their shareholders regarding the reasons for the fund 
board's approval of an investment advisory contract. The proposals are intended to 
encourage fund boards to consider investment advisory contracts more carefully and to 
encourage investors to consider more carefiilly the costs and value of the seivdces 
rendered by the fund’s investment adviser. The proposals would require fund 
shareholder reports to discuss, in reasonable detail, the material factors and the 
conclusions with respect to these factors that formed the basis for the board of directors’ 
approval of any investment advisory contract. Comment period ended on April 26, 2004. 
Final Rule adopted by the Commission on June 23, 2004. 

• Press Release: }Utu:;Avww.sec-gov.-'news’'Di'ess/2004-l 6.him 

• Proposed Rule: htt p: V\vww.scc.uov/i'ulcs/proposed-33--8364.ht rr.i 

• Final Rule: bUp:,7wwvv.sec.<jov.’ru]es/fjnal/33>84.3.3.htm 


Prohibition on the Use of Brokerage Commissions to Finance Distribution 
On February 1 1, 2004, the Commission proposed an amendment to rule 12b-l under the 
Investment Company Act of 1940 that would prohibit open-end investment companies 
(mutual funds) from directing commissions from their portfolio brokerage transactions to 
broker-dealers to compensate them for distributing fund shares. The Commission also is 
requesting comment on the need for additional changes to rule 12b-l to address other 
issues that have arisen under the rule. Comment period ended on May 10, 2004. Final 
Rule adopted by the Commission on August 18, 2004. 

• Press Release: h ttp:-7wwvv.sec.uo\7news/presa^2004-16.]im]. 

• Proposed Rule: http:/7www.sec.gov/rules/{3roposed/ic-26356.btm 

• Final Ride: http:/Av'svw.sec.go\~/rules/final/ic-26591 .htm 


Redemption Fees for Mutual Fund Securities 

On February 25, 2004, the Commission voted to propose new^ Rule 22c-2 under the 
Investment Company Act of 1940. This rule w'ould require all mutual funds to impose a 
2 percent fee on the redemption proceeds of shares redeemed within 5 days of their 
purchase. The rule is designed to require short-term shareholders to reimburse the fund 
for the direct and indirect costs that the fund pays to redeem these investors’ shares. In 
the past, these costs generally have been borne by the fund and its long-term 
shareholders. The rule w ould supplement other measures the Commission has recently 
taken to address short-term trading, including abusive market timing activity. Comment 
period ended on May 10, 2004. On March 3, 2005, the Commission voted to adopt new 
Rule 22c-2 under the Investment Company Act of 1940. The rule will require the boards 
of mutual funds that redeem shares within 7 days to adopt a redemption fee of no more 
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than 2 percent of the amount of the shares redeemed or determine that a redemption fee is 
not necessary or appropriate for the fund. Final Rule adopted by the Commission on 
March 3, 2005. 

• Press Release: http:/A.^^^vV.sec.sov/ne\vs/prcs&/2Q04-23.1jmi 

• Proposed Rule: http:.4^\\^w.sec.aov/ruies/DrQposcd--ic-26375a.htm 


Disclosure Regarding Portfolio Managers of Registered Management Investment 
Companies 

On March 11, 2004, the Commission voted to propose amendments to its forms that are 
designed to improve the disclosure that mutual funds and other registered management 
investment companies provide about their portfolio managers. These proposals are 
intended to provide greater transparency regarding portfolio managers, their incentives in 
managing a fund, and the potential conflicts of interest that may arise when they also 
manage other investment vehicles. Comment period ended on May 21, 2004. Final Rule 
adopted by the Commission on August 18, 2004. 

• Press Release: http:;7\vwvv.scc.^o v-- new s.'p Tess/2004-31.htiii 

• Proposed Rule: http: '/w ww. sec. vov.'rules Droposed/'33-8396.him 

• Final Rule: http:/.^wwvv.sec.govVniies/fimii/33“S458.htm 
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Mr. Cannon. Secretary Galvin. 

TESTIMONY OF WILLIAM FRANCIS GALVIN, SECRETARY OF 
THE COMMONWEALTH OF MASSACHUSETTS 

Mr. Galvin. Thank you, Mr. Chairman. 

Chairman Cannon, Ranking Member Watt, distinguished Mem- 
bers of the Committee, thank you very much for having me here 
this afternoon. I am Bill Galvin. I’m the Secretary of the Common- 
wealth of Massachusetts and its chief securities regulator. Among 
the duties of my office are protecting investors in the Common- 
wealth of Massachusetts through our securities division. 

I am here today to offer my perspective on mutual fund trading 
abuses, and more specifically this recent April 2005 GAO report. 
The subtitle of this report is, quote. Lessons Can Be Learned from 
the SEC Not Having Detected Violations at an Earlier Stage, close 
quote. From my perspective, the lessons are pretty simple. In the 
past the SEC simply didn’t do it’s job. It dropped the ball. It ig- 
nored warning signs and inexplicably didn’t follow up on tips. In 
short, it failed to protect mutual fund investors. 

Let me be blunt. Had the SEC done what it was supposed to do, 
we probably wouldn’t be here today. Unfortunately, it’s not the first 
time the SEC has let investors down. Consider the history from 
just the past 10 years. Almost every major enforcement action or 
investor protection issue was first brought or raised not by the SEC 
or the NASD, but by State securities regulators. These include 
penny stock and microstock fraud, day trading abuses, misleading 
Internet brokerage advertising, analyst conflict of interest matters, 
and lastly mutual fund trading abuses. In virtually every case the 
States took the lead. 

The revelations of recent years about the securities industry 
teach an even more compelling lesson, and that is the critical im- 
portance of what goes on in what I will call the risk marketplace 
for average Americans. Their savings, their pensions, their chil- 
dren’s education funds, in short their financial futures are now as 
never before in play in this marketplace. 

The GAO report is fine as far as it goes, but it leaves out the 
most important lesson, in my view, and that is the vital role played 
by State securities regulators. We need more cops on the securities 
beat and more constructive competition among them to protect the 
investing public. Our regulatory monopoly is as bad as any other 
kind of monopoly. Customers and investors are ill served by mo- 
nopolies. Monopoly regulators, like monopoly companies, get com- 
placent. They miss things. They can get too cozy with the folks 
they’re supposed to regulate. 

I have seen how it works in the securities industry. The regu- 
lators and the regulated go to each others’ conferences, usually in 
nice places like Palm Beach and Palm Desert. The revolving door 
through which Federal regulators go to find lucrative jobs on Wall 
Street should be the subject of another hearing perhaps on another 
day. 

As I said, we probably wouldn’t be here today if the SEC had 
done its job. Unfortunately it did not. From my perspective as a 
State securities regulator, I think the SEC has to be aggressive 
across the board. 
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Chairman William Donaldson has made some important progress 
during his time at the Commission. The pending nomination of Mr. 
Cox and other anticipated vacancies at the SEC raises a most seri- 
ous question. Is the era of reform and vigorous enforcement over? 
There is no doubt we are at a crossroads. Just 2 years ago this 
House of Representatives voted by a margin of 418 to 2 to reform 
the mutual fund industry. The bill died in the Senate. Was that 
just for show, or are we serious about giving average Americans 
real protection? 

Over the years the SEC has been criticized for not being 
proactive and tough enough. I think it is a fair criticism. Tradition- 
ally one of the weakest and most toothless divisions of the SEC 
was in investment management. It has not been known for aggres- 
sive examinations, and certainly not for enforcement actions. I’d 
even call it a regulatory backwater. This is strange and unaccept- 
able, given that nearly 100 million Americans entrust their money 
to the mutual fund industry. Yet here we have a regulator that ig- 
nored reports from academics and even anonymous tipsters from 
within the industry that market timing was costing investors bil- 
lions of dollars. 

This chicanery and fraud would likely still be going on if it were 
not for a couple of State securities divisions that acted when the 
SEC and the NASD did not, despite having a tiny fraction of the 
resources these two organizations have. In Massachusetts, for ex- 
ample, we brought many — several market timing and late trading 
enforcement actions based on the tips we received and the exams 
we conducted. These involved Putnam Mutual Funds, Prudential 
Securities, Franklin-Templeton and A.G. Edwards. Like State secu- 
rities regulators across the country who follow up on tips, we an- 
swer the phone, we listen to investors, and we’re easy to reach. 

There are those who would like to see the State securities regu- 
lators just go away. They argue our complementary system of State 
and industry self-regulation is burdensome and duplicative. It is 
neither. Quite the contrary, it serves to protect investors. The mu- 
tual fund trading abuse described in the GAO report are proof of 
that. 

Our system works. That’s the lesson of all this. So next time 
some free market think tank underwritten by Wall Street money 
says we don’t need State securities regulators, that the industry 
can regulate itself just fine out of enlightened self-interest, you 
have a simple four-word answer, which also happens to be the title 
of this report: Mutual Fund Trading Abuses. 

The fact is we need more, not fewer, cops on the securities beat. 
That is the lesson of this scandal. And we need cooperation among 
regulators, not corruption. We need to check each other’s work. 
Sometimes we need to backstop each other. 

A few years ago in 1996, in the name of so-called regulatory re- 
form and efficiency, the States were essentially preempted from the 
regulation of mutual funds. The scandal we are here today to dis- 
cuss is a legacy of that misguided policy. Investor protection, in- 
cluding aggressive enforcement of State and Federal securities 
laws, isn’t a partisan issue. Democrats, Republicans, Libertarians, 
Greens and Independents, we all rely on our Nation’s securities 
markets for financial security. Investors vote, and they are a very 
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large constituency. They need to be protected, and they’re relying 
on us. We must make sure that they are protected. 

To sum up, the lessons of this chapter on Wall Street history are 
simple. While SEC and the NASD dropped the ball, the States 
picked it up. Our system worked. Now we are about to write the 
next chapter. Will it be back to business as usual, or will it be real 
protections for the hard-earned money that our citizens have in- 
vested? The answer is up to us. 

Thank you very much, Mr. Chairman. I will be happy to answer 
any question at the appropriate time. 

Mr. Cannon. Thank you, Mr. Secretary. 

[The prepared statement of Mr. Galvin follows:] 

Prepared Statement of William Francis Galvin 

Chairman Cannon, Ranking Member Watt, and distinguished members of the 
committee. 

My name is William Galvin. I am Secretary of the Commonwealth of Massachu- 
setts and the Chief Securities Regulator. 

Among the duties of my office are protecting investors in the Commonwealth 
through the Securities Division. 

I’m here today to offer my perspective on mutual fund trading abuses and, more 
specifically, this April 2006 GAO report. 

The subtitle of this report is “Lessons Can Be Learned from SEC Not Having De- 
tected Violations at an Earlier Stage.” 

From my perspective, the lessons are pretty simple. 

In the past, the SEC simply didn’t do its job. It dropped the ball. It ignored warn- 
ing signs and, inexplicably, didn’t follow up on tips. In short, it failed to protect mu- 
tual fund investors. 

Let me be blunt: Had the SEC done what it was supposed to do, we probably 
would not be here today. 

Unfortunately, it’s not the first time the SEC has let investors down. Consider the 
history from just the past 10 years. 

Almost every major enforcement action or investor protection issue was first 
brought or raised not by the SEC or NASD but by state securities regulators. 

• Penny stock and microcap stock fraud 

• Day trading abuses 

• Misleading Internet brokerage advertising 

• Analyst conflicts of interest 

• Mutual fund trading abuses 

In virtually every case, the states took the lead. 

The revelations of recent years about the securities industry — teach an even more 
compelling lesson — that is — the critical importance of what goes on in what I will 
call the “risk” marketplace to average Americans. 

Their savings — their pensions — their children’s education — in short — their finan- 
cial futures are now as never before in play in this marketplace. 

This GAO report is fine as far as it goes. But it leaves out the most important 
lesson, in my view. 

And that is: The vital role played by state securities regulators. We need more 
cops on the securities beat — and more constructive competition among them — to pro- 
tect the investing public. 

A regulatory monopoly is as bad as any other kind of monopoly. Customers and 
investors are ill-served by monopolies. 

Monopoly regulators, like monopoly companies, get complacent. They miss things. 
They can get too cozy with the folks they’re supposed to regulate. I’ve seen how it 
works in the securities industry. The regulators and the regulated go to each others 
conferences, usually in nice places like Palm Beach and Palm Desert. 

The revolving door through which federal regulators go to find lucrative jobs on 
Wall Street should be the subject of another hearing on another day. 

As I said, we probably wouldn’t be here today if the SEC had done its job. 

Unfortunately it did not. 



58 


From my perspective, as a state securities regulator, I think the SEC has to be 
aggressive across the board. Chairman William Donaldson made some important 
progress during his time at the Commission. 

The pending nomination of Mr. Cox and other anticipated vacancies at the SEC 
raises a most serious question — is the era of reform and vigorous enforcement over? 

There is no doubt we are at a crossroad. Just two years ago the House of Rep- 
resentatives voted by a margin of 418 in favor to 2 against to reform the mutual 
fund industry. The bill died in the Senate. Was that just for show? — or are we seri- 
ous about giving average Americans real protection. 

Over the years, the SEC has been criticized for not being proactive and tough 
enough. I think it’s a fair criticism. 

Traditionally, one of the weakest and most toothless divisions at the SEC was In- 
vestment Management. It has not been known for aggressive examinations, and cer- 
tainly not for enforcement actions. I’d even call it a regulatory backwater. 

This is strange — and unacceptable — given that nearly 100 million Americans en- 
trust their money to the mutual fund industry. 

Yet here we have a regulator that ignored reports from academics and even anon- 
ymous tipsters from within the industry that market timing was costing investors 
billions of dollars. 

This chicanery and fraud would likely still be going on if it weren’t for a couple 
of state securities divisions that acted when the SEC and NASD did not, despite 
having a tiny fraction of the resources these two organizations have. 

In Massachusetts, for example, we brought several market-timing and late-trad- 
ing enforcement actions based on tips we received and exams we conducted. These 
involved Putnam Mutual Funds, Prudential Securities, Franklin-Templeton and 
A.G. Edwards. 

Like state securities regulators across the country, we follow up on tips. We an- 
swer the phone. We listen to investors. We’re easy to reach. 

There are those who would like to see state securities regulators just go away. 
They argue that our complementary system of state, federal and industry self-regu- 
lation is burdensome and duplicative. 

It is neither. Quite the contrary. It serves to protect investors. The mutual fund 
trading abuses described in this GAO report are proof of that. 

Our system works. That’s the lesson of all this. 

So next time some free-market think tank, underwritten by Wall Street money, 
says we don’t need state securities regulators, that the industry can regulate itself 
just fine out of enlightened self-interest — you have a simple four-word answer, 
which also happens to be title of this report: “Mutual Fund Trading Abuses.” 

The fact is, we need more, not fewer, cops on the securities beat. That is the les- 
son of this scandal. 

And we need cooperation among regulators, not co-option. We need to check each 
other’s work sometimes. We need to backstop each other. 

Years ago, in the name of so-called regulatory reform and efficiency, the states 
were essentially pre-empted from the regulation of mutual funds. The scandal we 
are here today to discuss is a legacy of that misguided policy. 

Investor protection — including aggressive enforcement of state and federal securi- 
ties laws — isn’t a partisan issue. 

Democrats, Republicans, Libertarians, Greens and Independents — they all rely on 
our nation’s securities markets for their financial futures. 

Investors vote and they’re a very large constituency — larger than teachers, larger 
than labor, bigger than the AARP and bigger than the Baby Boomers. 

They need to be protected. They’re relying on us. If for some reason investors lost 
faith in our markets, it would be more than a pocket-book issue. It would be a na- 
tional security issue. 

We can’t allow that to happen. 

To sum up, the lessons of this sad chapter in Wall Street’s history are simple: 
While the SEC and the NASD dropped the ball, the states picked it up. The system 
worked. 

Now we are about to write the next chapter — will it be back to business as 
usual? — or will it be real protections for the hard-earned money that our citizens 
have invested. 

The answer is up to us. 

Thank you, Mr. Chairman. 

Mr. Cannon. I couldn’t help but think while you were talking 
about the incomparable Andrew Jackson and his veto of the Second 
National Bank’s charter, which was passed by a Congress popu- 
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lated by a large number of people on the payroll of the Second Na- 
tional Bank. And in America, the reason we are having this hear- 
ing is because we need to strive to break up those cozy and often 
funded relationships that result in a loss of confidence. The only 
way you can have confidence is by having transparency and by 
having what you call protection; that is, enforcement against those 
people who commit crimes. And I love your idea. Pardon me for 
taking a couple of moments here, but I love the idea of cooperation 
and competition among enforcement agencies. 

Thank you very much, Mr. Galvin. 

And Mr. Zitzewitz. 

TESTIMONY OF ERIC W. ZITZEWITZ, STANFORD GRADUATE 
SCHOOL OF BUSINESS, STANFORD, CALIFORNIA 

Mr. Zitzewitz. Chairman Cannon, Ranking Member Watt, and 
Members of the Committee, thank you for the opportunity to ap- 
pear here today. 

We are discussing two recent reports by the GAO that ask 
whether there are lessons to be learned from the SEC’s handling 
of recent issues in the pricing and trading of mutual fund shares. 
Both reports deal with the general issue of regulatory capture, 
whether the SEC is influenced by the industry in a way that ad- 
versely affects investors, and whether reforms can make it more 
immune to that influence. 

The first report concluded that the SEC was aware of inefficien- 
cies in the pricing of mutual fund shares that created arbitrage op- 
portunities, and that it relied too heavily on assurances from the 
industry that they were preventing these inefficiencies from being 
exploited. This was despite being aware of evidence to the contrary: 
academic studies of the issues, press reports, complaints from in- 
vestors and fund employees, and the high fund share turnover rate 
publicly reported by some international mutual funds. 

The GAO report focuses on failings in the handling of referrals 
and in routine inspections. It does not mention policymaking, and 
I understand there are some jurisdictional issues involved, but 
that’s an issue to which I will return. 

The second report examines the negotiation of settlements with 
fund advisors who priced their funds in a way that created arbi- 
trage opportunities and then facilitated arbitrage trading. The re- 
port appeared motivated by concerns that prosecutorial discretion 
could lead to excessive leniency, leniency that might be rewarded 
in a staff member’s post-SEC career. 

The GAO concluded that participation in the settlement negotia- 
tions was broad, and that negotiations were always conducted in 
the context of a damage analysis by SEC economists, and that this 
limited the influence of any individual. That said, the GAO con- 
cluded, and the SEC concurred, that improved monitoring of the 
subsequent employment of SEC enforcement staff would be a use- 
ful reform. 

Before commenting on these two issues, I should preface every- 
thing by noting that the SEC and mutual fund industry have made 
a remarkable amount of progress in addressing these issues since 
September of ’03. Furthermore, while economists often critique the 
incentives created by and the outcomes of an institution’s design. 



60 


we do so without impugning the character and work of its staff. I 
have met many members of the SEC in the last 2 years, and with- 
out exception found them to be smart and dedicated people whose 
primary concern is that our capital markets operate as efficiently 
and fairly as possible. Nothing I say today should be taken to imply 
otherwise. 

The GAO reports are very thorough, and they adroitly handle a 
set of very sensitive issues. My only major critique of the first re- 
port is that it reflects the conventional framing of the market tim- 
ing issue as one of trading abuses as opposed to one of pricing inef- 
ficiencies. The difference is subtle, but important for two reasons. 
First, focusing on pricing rather than trading leads one to the cor- 
rect policy fixes. And second, focusing on pricing leads one to ask 
the right or at the very minimum an additional set of questions 
about the pre-2003 SEC stance on this issue. 

The great irony is that the SEC understood the inefficiencies in 
international mutual fund pricing and had twice urged the indus- 
try to eliminate them through a procedure known as fair value 
pricing. But when the industry resisted, the SEC essentially 
backed down, despite the fact that it was clear from publicly avail- 
able data that most funds were fair valuing infrequently if at all. 
The SEC provided no further formal guidance on this issue. 

Even since September 2003 there has been in some cases a strik- 
ing similarity between what the industry’s asked for and what the 
SEC has proposed. The primary direct fix for the market timing 
problem proposed by the Investment Company Institute in October 
of ’03 was a mandatory 2 percent fee for redemptions within 5 days 
of purchase. As I and others pointed out at the time, a severe limi- 
tation of this fix is that arbitragers could just hold their shares 
until day 6. Even if enforcement of the rule were perfect, it would 
only reduce the excess return available to the arbitragers by a fac- 
tor of roughly 2. Despite this limitation this exact proposal became 
the primary direct fix for the market timing problem proposed by 
the SEC. 

What I and others argued at the time would be a better first step 
is for the SEC to set and enforce standards for fund valuation that 
would substantially eliminate any arbitrage opportunity. Doing so 
would largely eliminate the need for measures such as monitoring 
and short-term trading fees. It will also eliminate the component 
of arbitrage that these measures will never be able to address. 

While the industry has made progress in improving the valuation 
of international equity funds, there is still scope for further im- 
provement. In other asset classes, such as illiquid bonds and small 
cap equity, substantial arbitrage opportunities still exist. This is 
possible because the industry is waiting for guidance on evaluating 
these asset classes from the SEC. There have been rumors for some 
time that the SEC is planning to issue such guidance, but there ap- 
pears to be a delay. Regardless, the question remains why fixing 
the valuation of funds is the last step being taken as opposed to 
the first. 

This brings me to my only substantial critique of the second re- 
port, which is also about the report’s scope more than its content. 
The second report focuses on one form of regulatory capture while 
neglecting one potentially more important. The report is concerned 
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with firm-level capture where a prosecutor might settle on attrac- 
tive terms with a fund advisor and then go work for that advisor. 
My suspicion is that this scenario is fairly unlikely, particularly in 
the current climate. A more likely and difficult-to-address form of 
capture is industry-level capture in which a prosecutor settles on 
attractive terms out of fear that aggressive prosecution of a mem- 
ber of the industry will limit his or her subsequent career through- 
out the industry, or alternatively in which a policymaker is reluc- 
tant to push a policy that an entire industry opposes for the same 
reason. Is this type of capture a problem? The experience with pre- 
’03 policymaking suggests that it might be, while the scale of the 
penalties summarized in the second GAO report suggest that it’s 
not. 

The important question, of course, is not about what happened 
in the past, but what we can expect in the future. The extent to 
which the changed regulatory environment in ’03-’04 turns out to 
be temporary or permanent, of course, remains to be seen. 

How does one address this form of capture? The economists’ an- 
swer would be higher salaries and longer employment tenures at 
the SEC to reduce the importance of post-SEC income. Personally 
I am a little more optimistic about my guess as to what the sociolo- 
gists’ answer would be: to collectively recognize that capture is a 
problem and that attempting to influence policy in this manner as 
opposed to winning arguments based on the facts is not something 
that should be rewarded. 

A more radical suggestion would be to revisit the organization of 
SEC. Currently the policymaking divisions of the SEC are largely 
organized around the industries they regulate. A well-known em- 
pirical regularity is that single industry regulators are typically 
more prone to capture than mutli-industry regulators. The reason 
is straightforward. A DOJ lawyer prosecuting a case against the vi- 
tamin cartel need not seek future employment from the vitamin in- 
dustry, whereas this is less true for an airline pricing specialist at 
the CAB seeking to limit a requested airfare increase. In this sense 
the current organization of the SEC may be exacerbating the influ- 
ence of industry. If a formal reorganization is viewed as too costly, 
then a positive step may be to simply institutionalize the cross- 
functional involvement that the second GAO report notes was a fa- 
vorable feature of the SEC’s work on fund settlements. 

In conclusion, thank you for the opportunity to share with you 
my thoughts on these issues. I look forward to your questions. 

Mr. Cannon. Thank you, Mr. Zitzewitz. 

[The prepared statement of Mr. Zitzewitz follows:] 
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Prepared Statement of Eric W. Zitzewitz 

Chairman Cannon, Ranking Member Watt, and Members of the Committee, thank 
you for the opportunity to appear here today/ We are discussing two recent reports by 
the Government Accountability Office (GAO) that ask whether there are lessons to be 
learned from the Securities and Exchange Commission’s (SEC) handling of recent issues 
in the pricing and trading of mutual fund shares/ Both reports deal with the general issue 
of regulatory capture - whether the SEC is influenced by the industry in a way that 
adversely affects investors and whether reforms can make it more immune to that 
influence. 


The first report concluded that the SEC was aware of inefficiencies in the pricing 
of mutual fund shares that created arbitrage opportunities, and that it relied too heavily on 
assurances from the industry that they were preventing these inefficiencies from being 
exploited.^ This was despite being aware of evidence to the contrary: academic studies 
of the issue/ press reports,'^ complaints from investors and fund employees, and the high 


^ I should begin bv disclosing that in the last four years I have consulted, sometimes for eompensation, 
with state and federal regulators, mutual fund families, tw o industry- associations, law' and consulting finns, 
and a pricing vendor. University' rules limit my consulting to 20 percent of my time and I generally try to 
keep it to about 1 0 percent, so most of these engagements Itave been very' short-term in nature. 

" The reports are GAO-05-313. '‘Mutual Fund Trading Abuses: Lessons Can Be Learned from SEC Not 
Having Detected Violations at an Earlier Stage,'’ and GAO-05-385, “Mutual Fund Trading Abuses: SEC 
Consistently Applied Procedures in Setting Penalties, but Could Strengthen Certain Internal Controls.” 

^ For an example of such an assurance, sec the 12/4/1997 speech of then Director of tlic Division of 
Investment Management Barry Baibash to the Investment Company Institute: “Funds that determined not 
to use fair value pricing at all or only in limited circumstances in October gave various reasons for tlieir 
decisions. Some noted that fair value pricing can involve complicated judgment calls that are susceptible to 
second-guessing. Others pointed out that fair value pricing takes more time and is more costly to 
implement tlian pricing by reference to market quotations. Moreover, these funds asserted, the possibility 
of signirieant dilution in the value of tlicir sliarcs was not high enough to w arrant the additional costs of fair 
value pricing.” ( kltp:.7wvTO'.scc.HQv/ncw~s/spcccyspccc.liardm'c/1997/sT)chj99-txt) . This reliance on 
industry assurances is also reflected in some of the early press reports on this issue. See, for example. 

Monitoring Trades for the Good of the Shareholders,” New York Times, 4/9/2()()() and “Frequent Trading 
Worries Fund Firms,” Walt Street Journal, 9/22/2()()(), Cl. 

Academic work on mutual fund pricing inefficiencies includes Bliargava. Rahul, Ann Bose, and David 
Dubofsky. 1998, “E.xploiting IiUemational Stock Maiket Correlations w ith Open-End Mutual Funds,” 
Journal of Business, Finance, and Accounting. 765-773; Cliahners, Jolm, Roger Edelen, and Gregory 
Kadlec, 2001, “On the Perils of Sccuriw Pricing by Financial Intermediaries: the Wildcard Option in 
Transacting Mumal-Fund Shares,” Journal of Finance. 2209-36; Goctzmaim, William, Zoran Ivkovic, and 
Geert Rouwenhorst. 2001, “Day Trading International Mumal Funds: Evidence and Policy Solutions.” 
Journal of k'inancial and Quantitative Analysis, 287-309; Greene, Jason and Charles Hodges, 2002, “The 
Dilution Impact of Daily Fund Flows on Open-End Mutual Funds.” Journal of Financial Economics. 13 1- 
158; Boudoukli, Jacob, Matthew' Ricliardson, Marti Siibrahmanyam, and Robert Wliitelaw, 2002, “Stale 
Prices and Strategics for Trading Mumal Funds,” Financial Analysts Journal, 53-71; and Zitzewitz, Eric. 
2003, “Who Cares About Shareholders? Arbitrage-proofing Mumal Funds,” Journal of Law. Economics. 
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fund share turnover rates publicly reported by some international mutual funds.*’ The 
GAO report focuses on failings in the handling of referrals (by the Division of 
Enforcement) and in routine inspections (by the Office of Compliance Inspections and 
Examinations). It does not mention policy making (by the Division of Investment 
Management), an issue to which I will return. 

The second report examines the negotiation of settlements with fund advisors who 
priced their funds in a way that created arbitrage opportunities and then either facilitated 
or, in some cases, engaged in, arbitrage trading. The report appeared motivated by 
concerns that prosecutorial discretion could lead to excessive leniency, leniency that 
might be rewarded in a staff member’s post- SEC career. The GAO concluded that 
participation in the settlement negotiations was broad and that negotiations were always 
conducted in the context of a damage analysis by SEC economists, and that this limited 
the influence of any individual. That said, the GAO concluded, and the SEC concurred, 
that improved monitoring of the subsequent employment of SEC Enforcement staff 
would be a useful reform. 


Before commenting on these two issues, I should preface eveiything by noting 
that the SEC and mutual fund industry have made a remarkable amount of progress in 
addressing these issues since September 2003.^ Furthermore, while economists often 
critique the incentives created by and outcomes of an institution’s design, we do so 
without impugning the character or work of its staff I have met many members of the 


and Organizaliun, 243-280. Goclzniaim, Ivkovic, and Rouwcnliorst (2001), Grcciic and Hodges (2002), 
and Zitzewitz (2003) also included evidence on tlic extent of arbitrage trading, and Boudoukh, Ricliardson, 
Subratmianyam, and Whitelaw (2002) discussed the existence of stale price arbitrage hedge funds. 

^ See, for example. Gavin, Daly, ’“In Lean Times, Firms Reconsider Timers.'’ Ignites.conh 4/19/2002, 
Stone, Amey, ''When Market Timers Target Funds.” Business Week Online, 1 2/1 1/2002. and Carnahan, Ira 
'‘Tooling Mutual Funds,” Forbes. com, 3/19/2003. 

In conlrasl. Ihere is no evidence I am aware of llial llie SEC was aw are of Ihe exleiil or even the existence 
of late trading in mutual funds. 

Specifically, as of the foiuth quarter of 2004, the average international fund was removing about 70 
percent of the price stalcncss in its NAVs via fair value pricing; up from about 7 percent in 2002. Dilution 
due to stale price arbitrage trading has been reduced to less than 5 basis points in inteniational equity funds 
(at least in the TrimTabs sample of funds). Furthermore, I can no longer find evidence of late trading, at 
least in the fund-level data dial I liave access to. At the same lime, valuation issues remain in other asset 
classes, parlieularlv fixed income, and there is some (weak) evidence llial arbitrage in high vield bond 
fimds is increasing. Sec “Update on the Pricing and Dilution of Mutual Funds” (available at littp:.//faciiltv’" 
Hsb.stoiiford.edii/zitzcwitz/Research/mfupdate.odf) for details. 
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SEC staff in the last two years, and without exception have found them to be smart and 
dedicated people whose primary concern is that our capital markets operate as efficiently 
and fairly as possible. Nothing I say today should be taken to imply otherwise. 

The GAO reports are very thorough, and they adroitly handle a set of very 
sensitive issues. My only major critique of the first report is that it reflects the 
conventional framing of the “market timing” issue as one of “trading abuses” as opposed 
to one of pricing inefficiencies.^ The difference is subtle, but important for two reasons. 
First, focusing on pricing rather than trading leads one to the correct policy fixes. ^ And 
second, focusing on pricing leads one to ask the right (or, at minimum, an additional set 
of) questions about the pre-2003 SEC stance on this issue. 

The great irony is that the SEC understood the inefficiencies in international 
mutual fund pricing^^ and had twice urged the industry to eliminate them through a 
procedure known as fair value pricing. But when the industry resisted, the SEC 
essentially backed down.'^ Despite the fact that it was clear from publicly available data 
that most funds were fair valuing infrequently, if at all, the SEC provided no further 
formal guidance on the issue. 


^ Late trading, of course, is clearly a trading abuse, not a pricing problem, and can only be dealt with 
tlirough restrictions on post-4 p.m. trading. 

^ For reasons I discuss in Zitzewitz (2003), attempting to combat NAV arbitrage via trading restrictions or 
redemption fees suffers from both limited effectiveness and the fact that they selectively applied (or not 
apphed) to certain investors. Simplv pul, if you are known to be in the liabit of predictably mispricing 
financial assets, lots of people arc going to w ant to trade w ith you - the key is to eliminate llic mispricing to 
tlic extent possible. 

A 1981 no-action letter to Putnam discussed tliese issues, suggesting that SEC understanding of them 
issues dates at least to 1981 . 

” lam referring to the letters of 12/8/1999 and 4/30/2001 from Douglas Scheldt of the SEC to Craig Tyle 
of Ihe Investment Company Institute (available at 

lUlp:.//w v vvv. sec. gov/d jvisioiis/nwe&tmeiiEguidance/tvjcl20899, him and 
luii):/7\v\v\v.sec.p,ov/divisions/i.nvcsiineni/'£uidance./ tvl e04300.Lliim ) . 

’ ■ See, for example, a 200 1 letter to the SEC from the Bar Association of New York and a 2002 white 
paper by tlic Investment Company Institute (cited and quoted from in Zitzewitz, 2003). It is wortli noting 
that since this time period, there has been a complete lumover in the top management of the ICI. 

Surveys of valuation practices by Deloitte and Touche, Price VVaterhouseCoopers, and Capital Market 
Risk Advisors also revealed dial many fund firms were either not fair valuing or using extremely wide 
Uiresholds. See also Sahoo, Alison, '‘Fund Firms Lagging When It Comes to Valuation,'' lgmi.es.com, 
10/18/2001 and Sahoo, Ahson, “Funds Still Not Up to Snuff on Valuation." Ignites.com, 11/19/2001. I did 
hear in early 2003 that the SEC was placing more empliasis on fair value in its compliance visits to funds. 
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Even since September 2003, there has been in some cases a striking similarity 
between what the industry has asked for and what the SEC has proposed.''* The primary 
direct fix for the market timing problem proposed by the Investment Company Institute 
in October 2003 was a mandatory 2% fee for redemptions within 5 days of purchase. As 
I and others pointed out at the time, a severe limitation of this fix is that arbitrageurs 
could just hold their shares until day 6; even if enforcement of the rule were perfect, it 
would only reduce the excess returns available to arbitrageurs by a factor of roughly 2 
(i.e., from about 48% per year to 24%, assuming no accompanying increase in fair value 
pricing).** Despite this limitation, this exact proposal became the primary direct fix for 
the market timing problem proposed by the SEC. 

What I and others argued at the time would be a better first step is for the SEC to 
set and enforce standards for fund valuation that would substantially eliminate any 
arbitrage opportunity."* Doing so would largely eliminate the need for measures such as 
monitoring and short-term-trading fees, it will also eliminate the component of arbitrage 
that these measures will never be able to address.*** While the industry has made progress 
in improving the valuation of international equity funds, there is still scope for further 
improvement. In other asset classes, such as illiquid bonds and small-cap equity, 
substantial arbitrage opportunities still exist. This is possibly because the industry is 
waiting for guidance on these asset classes from the SEC. There have been rumors for 
some time that the SEC is planning to issue such guidance, but there appears to be a 


and my analysis of the public NAV data reveals a sliglit increase in its use in eariy 2003 (see “Update on 
the Pricing and Dilution of Mutual Funds"). 

” Of course, in other cases, the SEC has proposed and approved rales that the industiy opposed, such as 
tlie requirement that fund trustee board cliairpersons be independent. 

See my 11/6/2003 lestimony to the House Cotmnittee on Financial Services, Subcotmniltee on Capital 
Markets, Insurance, and Govermnent-Sponsored Enterprises (available at 
littpif'/financialscniccs. house. Kov.-'mcdia/ p df'l 10603cz.pdf ). 

See, for example, the academics quoted in “A Band-Aid for the Fund Industry' 's Broken Leg?” New York 
limes, 1 1/21/2003, 1 . It is likely impossible to completely eliminate all predictability from mutual fund 
NAVs, but we can come a lot closer to doing so than we do currently, 

* ' For e,\ample, an arbitrageur m a stale-priced intemational fund can earn abnormal returns of 5 percent of 
year even wliile always observing holding periods of at least 90 days. Even longer-term sliareholders with 
a knowledge of the details of muhial fund pricing can make their purchases and sales on days when pricing 
mefficiencies are in their favor. 
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delay. Regardless, the question remains why fixing the valuation of funds is the last step 
being taken, as opposed to the first. 

This brings me to my only substantial critique of the second report, which is also 
about the report’s scope more than its content.** The second report focuses on one form 
of regulatory capture, while neglecting one potentially more important. The report is 
concerned with firm-level capture, where a prosecutor might settle on attractive terms 
with a specific fund advisor, and then go work for that advisor (or, as the report does not 
consider directly but perhaps should, for a professional services firm that serves that 
advisor). My suspicion is that this scenario is fairly unlikely, particularly in the current 
climate. 

A more likely, and difficult to address, form of capture is industry -level capture, 
in which a prosecutor settles on attractive terms out of fear that aggressive prosecution of 
a member of the industry will limit his or her subsequent career throughout the industry. 
Or, alternatively, in which a policy maker is reluctant to push a policy that an entire 
industry opposes, for the same reason. 

Is this type of capture a problem? The experience with pre-2003 policy making 
suggests that it might be, while the scale of the penalties summarized in the second GAO 
report suggest that it is not.*** The important question, of course, is not about what 
happened in the past, but what we can expect in the future. The extent to which the 
changed regulatory environment in 2003-4 turns out to temporary or permanent remains 
to be seen. 


' “ To the exleiil lliat the scope was given in advance, my commenls are nol really critiques so much as 
suggestions for future work. 

^ One caveat; wliilc the GAO compares the size of the penalties to those in previous enforcement actions, 
an additional relevant comparison would be to the magniuide of shareholder dilution in each case. In 
Canada, the Ontario Securities Commission made public its estimate of shareholder dilution when each 
seltlemenl was amiounced (it was generally about twice the selllemenl figure). It w ould seem reasonable to 
ask dial Ihe SEC do llie same. Note dial doing so would presumably nol influence the oulcome of any 
private litigation, since the litigants arc very likely to obtain this information, if they have not already. It 
w'otild, however, infomi the public’s evaluation of the fairness of the settlement process. 
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How does one address this form of capture? The economist’s answer would be 
higher salaries and longer employment tenures at the SEC, to reduce the importance of 
post-SEC income. Personally, I am a little more optimistic about my guess as to what the 
sociologist’s answer would be: to collectively recognize that capture is a problem and 
that attempting to influence policy in this manner, as opposed to winning arguments 
based on facts, is not something that should be rewarded. 

A more radical suggestion would be to revisit the organization of the SEC. 
Currently, the policy-making divisions of the SEC (Corporation Finance, Investment 
Management, Market Regulation) are largely organized around the industries they 
regulate. A well-known empirical regularity is that single-industry regulators are 
typically more prone to capture than multi-industry regulators. The reason is 
straightforward: a DOJ lawyer prosecuting a case against a vitamin cartel need not seek 
future employment in the vitamin industry, whereas this is less true for an airline pricing 
specialist at the Civil Aeronautics Board seeking to limit a requested airfare increase. In 
this sense, the current organization of the SEC may be exacerbating the influence of 
industry. If a formal reorganization is viewed as too costly, then a positive step may be 
to simply institutionalize the cross-functional involvement that the second GAO report 
notes was a favorable feature of the SEC’s work on fund settlements. 

In conclusion, thank you again for the opportunity to share with you my thoughts 
on these issues. 1 look forward to your questions. 
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Mr. Cannon. Does the gentleman from North Carolina seek rec- 
ognition? 

Mr. Watt. Thank you, Mr. Chairman. 

Mr. Cannon. The gentleman’s recognized for 5 minutes. 

Mr. Watt. Ms. Richards, I am trying to assess whether there is 
a different attitude at the SEC regarding oversight and enforce- 
ment related to mutual funds than there is at the SEC regarding 
other securities. First of all, is there a different attitude, and if so, 
why? Second, is there a different level of personnel numbers qual- 
ity, and if so, why? You said there were 500 employees overseeing 
the mutual funds. What would he the comparable number, for ex- 
ample, overseeing other kinds of securities matters? Could you just 
talk about that a little bit to see whether there is some historic dif- 
ference in attitude? 

Ms. Richards. Sure. Let me say at the outset, my office exam- 
ines stock exchanges, broker-dealers, transfer agents, as well as 
mutual funds and investment advisors. I was a member of the 
SEC’s enforcement division for 10 years before I came to this job. 
Our examiners are uniformly, I believe, aggressive, and they are 
incentivized to find problems. The mission of the SEC is to detect 
fraud. Having examiners in a single division, I think, allows us to 
be single-minded and focused in that goal. Similarly, having en- 
forcement staff in a single division, with their only goal is to pros- 
ecute violations of the securities law, I think helps further that 
mission. 

I can speak very candidly and personally about the attitude of 
my staff certainly in the exam program, but also of the SEC staff, 
that our mission and our goal is to detect fraud. Chairman Donald- 
son, when he came to the SEC, his primary goal in terms of man- 
aging the SEC was to institute reforms that would allow us to see 
around the corner and over the hill to detect the next type of 
emerging fraud and to be better focused on emerging risks in the 
securities industry. 

Mr. Watt. I’m not sure I have yet heard, is there a division with 
reference to mutual funds enforcement and other securities enforce- 
ment, or is it all one? 

Ms. Richards. It’s all in one. The examination function for all 
those entities in the securities industry is in one program. The en- 
forcement function is in one program. There are other offices of the 
SEC that do policymaking. Within the examination program we 
have now about 500 staff people who are responsible for examining 
mutual funds and investment advisors. We have about 350 staff 
people who examine broker-dealers. They are complemented by the 
work of the stock exchanges. The self-regulatory organizations also 
have examiners that examine broker-dealers. With respect to the 
stock exchanges, we have about 50 staff people who are responsible 
for examining the stock exchanges. 

Mr. Watt. So you actually have more people on mutual funds be- 
cause there are other supervisory entities such as the stock ex- 
changes’ broker-dealer associations that are self-governing. Is there 
not a separate self-governing entity for mutual funds? 

Ms. Richards. That’s right. The mutual funds have no self-regu- 
latory organization, so the SEC is the primary regulator, com- 
plemented certainly by the work of other regulators, including 
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State securities regulators, but there is no equivalent in the mu- 
tual fund industry, no equivalent self-regulatory organization. 

Mr. Watt. Mr. Zitzewitz, what say you about this issue that I 
addressed to her, and how might it be improved? 

Mr. Zitzewitz. Sir, when I was referring to the organization of 
the SEC, I was referring primarily to the policymaking divisions. 
I think that having a single division for enforcement and a single 
division for inspections makes a lot of sense. I suppose within those 
divisions for expertise reasons it’s always going to make sense to 
have some people focusing on one area and some people focusing 
on another area. 

I think, though, it’s useful to consider the fact that there might 
be a trade-off between allowing employees to build expertise and 
having it be the case that once they have done that, their future 
employment has to come from that industry. It may be that having 
large numbers of specialists might make sense to temper that with 
some cross-functional specialization if you’re thinking about con- 
trolling sources of potential capture. 

Mr. Watt. Thank you, Mr. Chairman. I yield back. 

Mr. Cannon. I thank the Ranking Member. 

The Chair would announce that it’s his intention to allow the 
other Members here to ask questions before I ask questions. So the 
Chair recognizes Mr. Delahunt for 5 minutes. 

Mr. Delahunt. Thank you, Mr. Chairman. 

I would be interested in the opinion of both Ms. Richards and 
Secretary Galvin about the relationship between Federal and State 
regulators. I have a concern. You might have heard the banter up 
here earlier, about there’s never too much oversight. And Mr. 
Galvin expressed it as in terms of there’s not enough cops on the 
beat. 

Now, I don’t know what happened, you know, prior to September 
of 2003, but clearly there were abuses that either were not identi- 
fied or were identified and were not pursued by the SEC. I’m not 
interested in the history. I’m interested in solving the problem. But 
having been a State prosecutor myself, I know that oftentimes 
there are problems in relationships between State agencies and 
Federal agencies. But to use the military concept of a force multi- 
plier, where do we stand in terms of the relationship between the 
State regulators and the SEC at this point in time? And let me 
begin with Ms. Richards, and then I would ask Secretary Galvin. 

Ms. Richards. Well, I agree with everything you just said. There 
are vast numbers of securities firms. We are outmanned and 
outgunned by the securities firms that we regulate. There are com- 
pliance departments of some of the large securities firms that out- 
number SEC in terms of the number of exam staff that we have. 
To me that means that it’s terribly important that we work to- 
gether with our colleagues at the State level. And in my program, 
in the examination program, we have a history of doing just that. 

We meet with our colleagues across the country in regular exam- 
ination planning summits to plan priorities, to plan targeted initia- 
tives, to plan joint work and joint training. I believe it’s terribly im- 
portant that we leverage off of one another. We’re made much more 
effective when we’re all working together. 
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There are certainly times where there are differences of opinion. 
I suppose in any relationship that’s bound to happen. I think, 
speaking personally, it’s terribly important that we not let those 
differences of opinion overcome the need for us to work together. 

Mr. Delahunt. Let me interrupt you, and I will pose that same 
question to Secretary Galvin. 

Mr. Galvin. Thank you. I think you have to understand one 
thing especially with regard to mutual funds that has to be said. 
Ms. Richards has already mentioned the vast number of mutual 
funds that we have and the difficulties that that presents in any 
kind of enforcement regulation. But there’s also a bigger problem, 
it seems to me, and that is that mutual funds have — the regulation 
of mutual funds has not really kept pace with the role they play 
in our investment savings system. You know, we still treat mutual 
funds in many respects like it was some sort of a small group of 
people sitting around a table trying to decide how to invest like a 
stock club. They have become the bank of necessity for most Ameri- 
cans. Most Americans have found themselves, whether directly or 
indirectly, invested in mutual funds out of a sense of safety per- 
haps, or indirectly through their employer or some other means. 

So the challenge presented by mutual funds is greater perhaps 
than many of the other segments of the securities industry. 

As far as the cooperation, I think cooperation is improved. I 
think the experiences of 2003 have helped that. I — at the same 
time, I think there are some distinctions that have to be drawn. 
Generally speaking, the State securities regulators, of course, are 
operating with people in their respective States, individual con- 
sumers, more likely to hear about smaller problems, individual 
problems, than perhaps industry-wide problems. 

I think the States accept the fact, as we ought to, that the second 
should be the primary policymaker when it comes to market-wide 
policies. There’s no question about that. 

When it comes to enforcement, I do think a little bit of competi- 
tion is healthy. We have never failed to refer something to the 
SEC, at least in Massachusetts, when we thought it was appro- 
priate. We also have, in fact, referred them to Federal prosecutors 
and State prosecutors when we thought it was appropriate. I do 
think cooperation is improving. 

I think the other player in this whole discussion, though, which 
has to be brought to the table or at least mentioned, is the attitude 
of the industry itself, which has resisted any kind of regulation and 
indeed has been the sponsor many times of efforts at State preemp- 
tion. That clearly is out there and 

Mr. Delahunt. I mean, we have to deal with the issue of pre- 
emption, not just in terms of this particular issue, but the whole 
array of issues that come before this Committee. The Ranking 
Member is the Chair of the States Rights Caucus. He is not here 
right now. I have assumed the title of vice president. One would 
be shocked at the number of bills that come out of this Committee 
that preempt State law. 

If the Chair would indulge me for an additional minute. 

Mr. Cannon. Without objection. 

Mr. Delahunt. Yes. I just want to pursue, I guess, with both of 
you, but in terms of the jurisdiction of this particular Sub- 
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committee which falls in the area of compliance and enforcement, 
is there any legislation? 

Let me direct this to you, Mr. Secretary, and you can respond, 
Ms. Richards, what you feel would add, if you will, to that coopera- 
tion, which I think is absolutely essential. 

You know, all too often, people can be going down the same roads 
not being aware of what is happening in a parallel universe, so to 
speak. I would be more than willing to consider working with you 
and with others to file that legislation, because I think you are 
both right. That industry is a very, very powerful industry in terms 
of resources. 

I don’t think, Ms. Richards, you have the resources necessary. I 
know that at the State level they face the same fiscal constraints. 

Mr. Galvin. If I may, and one thing I may have referred to in 
my testimony is, I think it was a mistake in the 1996 act to limit 
the States’ authority of mutual funds. There were amendments 
made to section 18 of the 1933 act, and I think that was a mistake. 

Now, if there needs to be some better definition of the relation- 
ship, that’s fine. But simply to say that the States are limited to 
fraud when they see it or when they hear about it, I don’t think 
was the right way to go. 

I think — again reflecting the unique situation of mutual funds, I 
don’t think it’s an exaggeration to say that most small savings 
banks around the country are under a greater degree of scrutiny 
on their day-to-day operations than mutual funds, despite the fact 
that they hold many more billions, trillions of dollars. 

And I think the one thing that there is absolutely no disagree- 
ment among Federal and State regulators about is the inadequacy 
of us, collectively even, to try to deal with this. 

Mr. Delahunt. How do we solve that problem, Ms. Richards 

Mr. Galvin. Well, we certainly don’t want to crimp — we certainly 
don’t want to crimp the free market. And mutual funds have done 
a great deal for people in this country. But I think we have to 
make sure that our regulatory efforts and our enforcement effort 
is up to par to meet the challenge presented by the vast number 
of them. So that’s what I am saying. 

I think, looking at some of the changes made in 1990 and 1996 — 
you are asking in terms of specific legislation — would be one thing. 
There may be other remedies which, I don’t know whether they 
would jurisdictionally be before this Committee or other Commit- 
tees. 

But one of the things that troubles me when I look at the whole 
industry is the whole issue of mandatory arbitration of disputes 
and the way that the panels are set up that make those decisions. 
Investors are forced into agreeing to an arbitration process that I 
believe — and it is my personal opinion — is stacked against them. 

If we are going to say — and we all agree we don’t want them in 
the courts. We don’t want them in the courts. They don’t belong in 
the courts,but nevertheless, there’d better be a safer system and a 
better system for people to get relief when they need it. 

That may be another area that you might want to look at. 

Mr. Delahunt. Mr. Chairman, that suggestion, I am confident, 
is within the jurisdiction of this particular Subcommittee. 

Mr. Cannon. The gentleman yields back. Thank you. 
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The gentlelady from Florida is recognized for 5 minutes. 

Ms. Wasserman Schultz. Thank you, Mr. Chairman. And I am 
truly looking forward to serving on this Committee, hopefully, as 
of tomorrow. And I appreciate the accommodation that you and the 
Ranking Member have given me today. 

I, too, sit on the Financial Services Committee as my other Com- 
mittee assignment, so we have spent a little bit of time on this 
issue in that Committee. 

Just to piggyback on what the gentleman from Massachusetts 
asked you, Ms. Richards and Secretary Galvin and, actually, any- 
one who chooses to answer it — not so much how you can, what leg- 
islation you would need or how the law would need to be changed 
for better coordination between State and Federal regulators, but 
my question is, do you feel you need any change in the law, gen- 
erally, to do a better job of regulating? 

Ms. Richards. I guess I would demur on the question of whether 
the SEC would seek legislation. I would ask for permission to come 
back to you with that. 

The SEC has taken, as I said, a number of rule-making initia- 
tives, using its own authority to better shore up the internal gov- 
ernance, the internal controls, and the compliance operations of 
mutual funds. For the first time, beginning last October, all mutual 
fund firms are required to have a chief compliance officer and writ- 
ten policies and procedures for the first time. 

I think that that is one of the most significant steps the SEC has 
taken in terms of ensuring better compliance by mutual funds 
themselves. 

We then, as the GAO report notes, are responsible for making 
sure that those chief compliance officers are really doing their job; 
and if they are really doing their job in detecting and deterring vio- 
lations of the law, I think we are all — we are all better served by 
that. 

In terms of — in terms of coordination, there are a number of on- 
going initiatives between the SEC and the State regulators. And 
the picture is not as bleak as Secretary Galvin would maybe paint 
it. We have regular examination planning summits, regular meet- 
ings about enforcement topics. We worked very effectively with the 
State securities regulators, not only with respect to market timing 
and late trading, but before that with respect to analysts’ conflicts 
of interest. 

Those relationships, I think, grow and develop over time. And I 
think they are terribly important at a SEC regional office level and 
a State level that we ensure that we grow and improve those rela- 
tionships on the ground. 

Ms. Wasserman Schultz. Mr. Secretary. 

Mr. Galvin. Well, as I mentioned earlier, I think in terms of leg- 
islation, there needs to be — and I would suggest that you might 
look at the act that passed in late 2003, for some issues that were 
raised there. Some of them have been addressed by rule-making, 
and I applaud the SEC for that. I do say there has been an im- 
provement in the coordination. I know definitely in our, for in- 
stance, region in Massachusetts, there has been an improvement in 
cooperation; and I am pleased for that. 
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But I do think, again it gets back to understanding the vastness 
of the mutual fund industry. There is a definite attitude problem 
persisting in that industry, in my opinion, and I think there needs 
to be sufficient address of these issues, such as, how do we remedy 
problems that individual investors have, sales practices — which I 
know Ms. Richards referred to in her testimony, and I agree with 
her. It is a very important area; it is continuing to be a problem, 
I think. 

As we look at some of the relationships that funds have with 
suppliers of funds, as they treat their customers context, other 
interaction with other individual customers, what they offer them 
as a — the role of pension funds and how individual investors find 
themselves caught up with a particular fund, either by a company 
or union or whoever directs them in that way — the relationships of 
those that direct that business to the mutual funds have with the 
pension funds. Those are all issues that I think are appropriate for 
enforcement and review and perhaps for regulation. 

Ms. Wasserman Schultz. The other issue that was fairly dis- 
turbing in my review of the problems that are going on now: Chair- 
man Donaldson has obviously done an excellent job at taking some 
fairly aggressive steps in getting a handle on it, but it was pretty 
disturbing to learn that there really haven’t been any post-employ- 
ment restrictions, the revolving door back and forth between SEC 
employees, former employees, going into the mutual fund industry, 
the industry that they had formerly regulated. And I just wonder 
what steps are being taken, because that was pretty disturbing. 

Ms. Richards. Thank you for asking me that question. SEC ex- 
aminers are absolutely prohibited from discussing employment dur- 
ing an ongoing examination. They are absolutely prohibited from 
doing that. There are obvious conflicts of interest in that process. 

We are making our process more formal. Once an examination 
has concluded and the examiner has determined to discuss employ- 
ment outside the SEC with a firm that we regulate and has made 
a determination to go to that firm, the employee must, as part of 
a formal exit procedure, notify the supervisor where they intend to 
go to work. That supervisor will then conduct a thorough review of 
conflicts of interest, including asking. Did you, as an examiner, 
ever participate in an examination of that firm? This process is a 
more formal process than we have in place now. 

We certainly agree with the GAO that we can shore up our con- 
flicts of interest procedures to make sure that there is no question 
that SEC examiners are acting without conflicts of interest or the 
appearance of a conflict of interest. 

Ms. Wasserman Schultz. Thank you, Mr. Chairman. 

Mr. Cannon. The gentlelady’s time has expired. 

Without objection, the record will be kept open for 5 legislative 
days for follow-up questions to the witnesses. 

Without hearing objection, so ordered. 

Now, I am deeply intrigued by the fact that many of the issues 
we are dealing with today are not really partisan issues, they are 
issues of how we solve fundamental problems. I suppose you could 
make them partisan, but I think one of the things we hear today 
is an inquiry of where we ought to go as opposed to any partisan 
divide. 
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I was deeply intrigued, Mr. Secretary, by your idea of needing 
more cops and more competition in enforcement and tying that to 
cosy relationships. 

You know, we all hope that people don’t get co-opted, but they 
actually do. And so the idea of having multiple agencies that see 
different things, hear different things, have different relationships 
with their citizens, seems to be really interesting. 

I was just asking the staff up here — we don’t think there is an 
interstate compact dealing with securities enforcement. Are you 
aware, Mr. Secretary? 

Mr. Galvin. No, there is not a compact. We do have an associa- 
tion. Regulation at the State level varies in where it resides. In 12 
States, it resides in the office I hold, secretary of state, or the 
equivalent thereof In a very few States, it resides with the attor- 
ney general’s office. In many States, it resides in the executive 
agency of the State and in some places corporate commissions. 

But there is an umbrella organization that we have of State se- 
curities administrators that is helpful as an exchange of informa- 
tion and to present our point of view, and also effectively, I think, 
to give our point of view to the SEC. But there is no individual 
compact. 

Cooperation among States, however, is high. In general, when 
matters occur in one State that appear to have roots in another, 
there is frequent communication between the States and among 
the States. 

Mr. Cannon. The jurisdiction of this Committee is over inter- 
state compacts. In my earlier days, I worked in the Interior Depart- 
ment with the Office of Service Mining back in the very early days 
of the regulation of the coal mining industry and the reclamation 
process. And we ended up devolving regulatory authority to the 
States, and it worked remarkably well. 

As a matter of fact, I was handed a “60 Minutes” investigation 
when I walked in the door. And by the time it got to television it 
was actually an exoneration of the Reagan administration, which 
I thought was actually fairly remarkable. 

So over a long period of time, a person could become committed 
to the idea that we do a much better job, and that was the conclu- 
sion about the Office of Service Mining; that is, at the Federal level 
is very difficult to do the kind of regulation that you could do in 
the States. 

In that case, you had a geographic distribution. But here it 
seems to me that you also have a great deal of opportunity to im- 
prove the way you enforce and bring more resources to the enforce- 
ment if you organize and are given a Federal charter to do an 
interstate compact. 

Is that a matter of interest, do you think? 

Mr. Galvin. It is interesting. I think we have to explore further 
exactly what we mean. 

But I definitely think as we go forward — and I note your com- 
ments, and I appreciate them about the bipartisan nature of the 
problem and about the future, because that is really what it is 
about. But I think, as we go forward, one of the things we will all 
confront is that, increasingly, for most people in the country their 
financial future is going to be more in the risk marketplace. 
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Defined benefit pensions, I know in another part of the Capitol 
today there are hearings on those. Problems — we all know they are 
there — increase, and the individuals are going to find themselves 
navigating their own way through the marketplace. 

So therefore I think some means of communication amongst the 
States, some plans, some protocols, are certainly helpful. 

Now, there are different philosophies amongst the States; I must 
say that there are — as is to be expected. 

Mr. Cannon. It is a competitive market. That’s what we want ac- 
tually. 

Mr. Galvin. That’s good. That’s good. But I still think there are 
certain base things. I mean, fraud is fraud and misrepresentation 
is misrepresentation. So I think there is some benefit to looking 
into that. 

As I said, I think there is no question the SEC must be the pri- 
mary rule maker for national policy. Must be. But on an enforce- 
ment basis on some of the problems that emerge and some of the 
new techniques, this is a very inventive industry, the securities in- 
dustry. Many of us — we could collectively agree as regulators we 
could solve this problem, and indeed we may well have, but they 
will find a new way to do it. 

So they are very creative. So I think we have to be, as Ms. Rich- 
ards was quoted as saying, over the hill, looking over the hill. And 
so I think perhaps more people looking at it on a State level might 
be a good thing. 

Mr. Cannon. Could I ask your insight on one other item? 

In my personal life I invested in what they call the Thrift Sav- 
ings Plan, TSP. Here, locally, we have four options; and we have, 
I suspect — I have never actually followed up on this, but the group 
that actually looks at the performance of those funds, which means 
that both the SEC and the States have an additional reach — in 
other words, you have got a bunch of cops who are looking at that 
on behalf of me and the many other thousands of public employees. 
Federal employees, that invest. 

Is there a way that we can empower more people to get involved 
in funds or more fund managers who can coordinate with your ac- 
tivities at the State and Federal level — this is both for Ms. Rich- 
ards and Mr. Galvin — so that we can increase the security of indi- 
vidual investors by having a private layer of people who watch 
funds? 

Mr. Galvin. Well, I think that it’s touching a very important 
area and a growing area of concern, namely, the intermediaries 
that have control over directing individual employees’ fund invest- 
ments. 

Not long ago I was invited to speak to an audience of local public 
pension managers in Massachusetts, and during the course of my 
remarks — in fact, it was during lunch; they were eating while I was 
speaking, which was all right with me. But during the course of the 
lunch, I went on to talk in a very tangential way about some of the 
problems with people taking free things from people they were in- 
vesting with — free golf, free this, free that. Deadening silence. 

I don’t mean to suggest that they were all acknowledging some 
sort of misdeed, but I think it comes as a revelation to some of 
these folks, who are actually not professional investors — they might 
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be just other employees or union leaders, something like that, that 
are empowered with this responsibility — that they really have to 
exercise a fiduciary duty. 

And that is really the fundamental part, whether we are talking 
about mutual fund management, or even pension management or 
whatever it is, the responsibility of getting the best deal you can 
for the people you are representing. 

So I think — in this area that you are referring to, I think that 
the States certainly could provide some additional benefit — many of 
these smaller investors are in more limited plans — not just the 
places that manage them, but perhaps where the decisions are 
made in an individual State. This is certainly an area where I 
think the States could be of assistance because of the vastness of 
the problem. 

Ms. Richards. I think, Mr. Chairman, your question is very 
timely. Just 2 weeks ago the SEC released the results of an exam- 
ination sweep of pension consultants. These are investment advi- 
sors who are relied on to be the experts to help pension plan ad- 
ministrators navigate amongst the many intermediaries out there 
trying to sell them services. 

What we found in those examinations was that about half of the 
pension consultants also received money from the mutual funds or 
the investment advisors that they also may have been recom- 
mending to the pension plans. These, we thought, were serious con- 
flicts of interest which needed to be addressed by pension consult- 
ants. 

So I think your question is timely and right on point with some 
of the work that we have been doing in our risk-based examina- 
tions. 

Mr. Cannon. Thank you. 

Mr. Watt. Could the Chairman yield for just a sec? 

Mr. Cannon. Certainly. 

Mr. Watt. Is what you just described illegal? 

Ms. Richards. Yes. Existing law under the Federal securities 
laws requires these firms to disclose material conflicts of interest. 

One of the most disturbing findings 

Mr. Watt. But is it illegal after they disclose it? I mean, can you 
take action against them? 

Ms. Richards. If they don’t disclose these conflicts of interest, 
yes, sir. 

Mr. Watt. No, that’s not what I asked. I asked, is it illegal if 
they disclose it? Is it illegal? Can you take action against them? 

Ms. Richards. No, sir. If they were disclosing it, it would be 
legal. What we found, however, was that they were not disclosing 
these conflicts of interest. 

Mr. Watt. And what is the penalty for nondisclosure? 

Ms. Richards. We referred many of these firms to our Division 
of Enforcement, who is looking at these nondisclosures. 

We also made our findings public so that pension consultants, 
not just the firms we examined — there are 1,700 firms in this busi- 
ness — could look at our findings and make changes to make sure 
that they were disclosing these conflicts of interest. 

We think this is 
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Mr. Watt. I guess the question I am asking is, does this Con- 
gress need to be making the law a brighter line standard or in- 
creasing the penalties? What do we need to be doing to help you 
all? 

I mean, you said you were outmanned, outgunned. Is it more per- 
sonnel? Is it more staff? Is it a more enforceable law? What is it 
that we need to do? 

Ms. Richards. I am not — I am not sure that it would be pre- 
sumptuous of me to come to you with recommendations for this leg- 
islation. I think the securities laws adequately address this prob- 
lem that I have just talked about. 

I think one of the things we are very much focused on at the 
SEC is using the resources we have in a more efficient, more pro- 
ductive and more nimble way. 

Mr. Cannon. The gentleman yields back. 

My time having expired, let me thank the panel for being here. 

Mr. Delahunt. Could I just ask a few follow-up 

Mr. Cannon. Very insightful. Would you like to be recognized? 

Mr. Delahunt. Yes, please. 

Mr. Cannon. The gentleman is recognized. 

Mr. Delahunt. Again, I want to concur with the sentiment you 
expressed. But I guess I am frustrated because, in summary, where 
the law seems to be adequate here, how come we missed so much 
up until 21 months ago? As you said. Chairman Donaldson is talk- 
ing about looking around the horizon and around the curve. 

If we don’t somehow better coordinate, you know, between the 
States and the Federal Government — do you have like a shared 
data base, and do we have — as a former prosecutor that conducted 
a lot of white-collar investigations in conjunction with U.S. Attor- 
ney’s office and other Federal investigative agencies, we had a pro- 
tocol which allowed for cross-designation. We had our own arrange- 
ment to do referrals, if you will. There was a constant sharing of 
information. 

Does that exist? 

Ms. Richards. One of the findings of the GAO report is that with 
respect to market timing and late trading, we coordinated effec- 
tively with our colleagues at the State level, including with crimi- 
nal prosecutors; and criminal prosecution of the Federal securities 
laws is a terribly important complement to what we do on the civil 
side. 

Mr. Delahunt. But that was missing up until 21 months ago. I 
mean, I just perused the GAO report, and one of the issues seems 
to be a lack of a consistent policy in terms of referral. 

Ms. Richards. No, I think what the GAO found — and I won’t 
speak for Mr. Hillman — is that we could better document our refer- 
rals to criminal authorities, but the relationships, if you will, are 
ongoing and are informal and are active. 

Mr. Delahunt. See, my problem is informal. I have no doubt 
that you are an outstanding professional. And I concur with the 
good professor there in terms of the quality of people that are on 
the staff. But that changes, that waxes and wanes like anything. 

I guess I am looking for some sort of — whether it’s in the form 
of legislation, some other — maybe it’s by a compact of some sort 
among the States, whether it’s a formal mechanism, where this in- 
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formation moves around. Because there is no way that you are 
combined that — independently, that you have, even probably when 
you combine your resources — you can take on the kind of tasks that 
are an order of magnitude that clearly are enormous. 

You know. Secretary Galvin is right. You know, the era of the 
defined benefit, that is gone. We are not going to see pensions, you 
know, like my parents and others enjoyed in the 1950’s and 1960’s. 
People are going to be left to their own navigating the mutual fund 
industry and the securities industry just to survive. 

I mean, we are talking about Social Security reform. You know, 
that’s the end, if that happens, you know, that’s the end of the de- 
fined benefit plan. 

But, again, I guess my frustration is, I want to know, and I think 
the American people have a right to know, that there is some sort 
of formal mechanism that requires an information-sharing and re- 
source-sharing between the States and the Federal Government. 

Ms. Richards. Yes, sir. 

In 1997, the SEC signed a memorandum of understanding with 
the Association of State Securities Administrators (ASSA),i that re- 
quires that we meet at least once a year on the national level and 
discuss emerging types of fraud, and more frequently on the local 
level. 

Mr. Delahunt. Good. You know, having a summit once a year — 
I have been at a lot of summits, okay, and a lot of conferences. But 
I am talking about requiring, you know, agencies — and make it a 
2-way street that this becomes automatic on the — required and 
mandated by statute, as opposed to informal relationships that are 
obviously very important. 

Ms. Richards. Yes, sir. 

Mr. Delahunt. However, that changes once, you know, Richards 
and Galvin are gone and Professor Eric and Hillman — I mean, then 
we have a whole new slate and maybe those relationships aren’t 
the same. 

Mr. Cannon. If the gentleman would yield, let me point out, this 
is a complex environment you are talking about. It would take a 
great deal to put together, but I would suspect that it makes an 
enormous amount of sense. 

I don’t want to interrupt you, Ms. Richards, you obviously had 
an answer. But I frankly think this is an interesting place to go. 

Ms. Richards. I was just going to echo what you said, that this 
agreement between the SEC and the State securities regulators 
has been in place since 1997. And the whole purpose of it was to 
mandate these kinds of regular meetings, regardless of changes in 
staffing at the State or Federal level. 

There are regional examination planning summits that take 
place, I believe it is twice each year; and Secretary Galvin could 
talk about those, because I am sure he has participated in those 
along with our staff in the Boston office. 

But the whole goal was to make sure that there is that kind of 
mandated meeting and sharing of information and strategy plan- 
ning about how we can use our resources. 


^The memorandum of understanding was actually signed with the North American Securities 
Administrators Association (NASAA). 
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Mr. Delahunt. Right, and I am sure that is very positive. And 
I am sure the Secretary and the other panelists would agree. 

But I guess what I am saying is, I want more than an MOU, 
okay? I mean, I am coming from a different angle. Because I know, 
when I was the district attorney up in the metropolitan Boston 
area, I had MOUs. I had no idea whether my successor has, in 
those agencies that we had memoranda of understanding with, you 
know, complied with it today. You know, it’s probably gone the way 
of — of 

Mr. Watt. Of Bill Delahunt. 

Mr. Delahunt. — of Bill Delahunt, exactly. 

Mr. Cannon. The gentleman yields back. 

Again, let me thank the members of the panel and the Com- 
mittee for your time. And we stand adjourned. 

[Whereupon, at 5:26 p.m., the Subcommittee was adjourned.] 
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Material Submitted for the Hearing Record 

Prepared Statement of the Honorable Chris Cannon, a Representative in 

Congress from the State of Utah, and Chairman, Subcommittee on Com- 
mercial and Administrative Law 

In the fall of 2003, the New York State Attorney announced what would hecome 
the first of many law enforcement initiatives that his office, other state officials, and 
the SEC would later champion to ferret out mutual fund trading abuses. Within the 
ensuing months, many well-respected mutual fund companies and others were 
caught up in this scandal, including Canary Capital, Janus Capital Group, Bank of 
America, Alliance Capital Management, Prudential Securities, Millennium Partners, 
Fred Alger Management, Putnam Investments, Massachusetts Financial Services, 
Security Trust, Franklin Resources, and Invesco Funds Group. 

In the fall and winter of 2003, it seemed as if every day the press reported on 
yet another shocking instance of mutual fund trading abuses. These abuses included 
the illegal practice of late trading, which involves trading shares after the markets 
have closed so that the trader can take advantage of information that becomes 
available after the closing. The Congressional Research Service analogized this prac- 
tice to “a racetrack that allows certain customers to bet on yesterday’s races.” 

Other abuses included the more nuanced problem of market timing. Market tim- 
ing typically involves frequent bu3dng and selling of mutual fund shares by sophisti- 
cated investors, such as hedge funds, that seek opportunities to make profits on the 
differences between foreign and domestic markets. 

While not per se illegal, market timing can constitute illegal conduct if, for exam- 
ple, it takes place as a result of undisclosed agreements between investment advis- 
ers and favored customers in contravention of stated fund trading limits. Frequent 
trading can harm mutual fund shareholders because it lowers fund returns and in- 
creases transaction costs. 

According to an estimate prepared by one of the witnesses at today’s hearing. Pro- 
fessor Zitzewitz, market timing abuses may have resulted in $5 billion in annual 
losses. As of November 2003, the SEC estimated that 50 percent of the 80 largest 
mutual fund companies had entered into undisclosed arrangements permitting cer- 
tain shareholders to engage in market timing practices that were inconsistent with 
the funds’ policies, prospectus disclosures, or fiduciary obligations. 

As the mutual fund scandal unfolded, questions were raised about the fitness of 
the SEC’s overall regulation, inspection, and enforcement of this industry. The Con- 
gressional Research Service posed possible explanations, including the following: 

• The possibility that SEC’s resources devoted to the fund industry were 
dwarfed by the expansion in the number of mutual funds. 

• The possibility that the SEC’s overall effectiveness may have been marred by 
inter-divisional disharmonies. 

• The possibility that SEC officials may have placed too much trust in the fund 
industry’s integrity and ability to police itself 

• The possibility that the mutual fund industry may be “too close” to the rel- 
evant parts of the SEC entrusted with its oversight and regulation. 

• The possibility that the SEC may have had a somewhat understandable focus 
on the prevention of more traditional types of fund misconduct. 

In response to these concerns. House Judiciary Committee Chairman Sensen- 
brenner and Ranking Member Conyers requested the GAO to undertake a com- 
prehensive review of the SEC’s efforts to proactively detect and prevent illegal ac- 
tivities in the mutual fund industry. 
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Today’s hearing provides an opportunity for the GAO to report on its findings and 
recommendations and to allow the SEC and others to respond to them. 
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Response to post-hearing questions from Lori A. Richards, Director, Office 
OF Compliance Inspections and Examinations, U.S. Securities and Exchange 
Commission 


RESPONSES TO SUBCOMMITTEE MEMBERS’ QUESTIONS POSED EOLLOWING 
THE JUNE 7, 2005 HEARING CONCERNING ‘^MUTUAL FUND TRADING ABUSES’^ 

U.S. HOUSE JUDICIARY COMMITTEE 
SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW 

Responses to the following questions are provided by the staff of the Securities and Exchange Commission, 
including staff in the Office of Compliance Inspections and Examinations, the Division of Enforcement and the 
Division of Investment Management. 

I. In light of the Supreme Court’s recent decision overturning the obstruction of justice 
conviction of the Arthur Andersen accounting firm for destroying documents pertaining to 
Enron Corporation’s finances, does the criminal law need to be clarified with regard to 
how document destruction would constitute the crime of obstruction of justice? (Division of 
Enforcement) 

Arthur Andersen w'as prosecuted by the Department of .lustice under 1 8 U.S.C. Section 1512 (b), 
which provides in relevant part that: 

Whoever knowingly uses intimidation, threatens, or corruptly persuades another 
person, or attempts to do so, or engages in misleading conduct toward another 
person, with intent to . . . 

(B) alter, destroy, mutilate, or conceal an object with intent to impair the object’s 
integrity or availability for use in an official proceeding; , . 

shall be fined under this title or imprisoned not more than ten years, or both. 

The Supreme Court vacated Arthur .Andersen’s conviction because of an erroneous jury 
instruction which did not convey the statute’s requisite consciousness of wrongdoing. 
Specifically, the jury was instracted that “even if [.Arthur .Andersen] honestly and 
sincerely believed that its conduct was lawful, you may find [it] guilty.” The jury 
instruction also stated that the jur)' could find Arthur Andersen guilty if the firm intended 
to “subvert, undermine, or impede” governmental fact-finding by suggesting to its 
employees that they enforce the firm’s document retention policy. The Supreme Court 
found that the instruction did not include a key element of the statute, the element of 
consciousness of wrongdoing required by the words “knowingly” and “corruptly.” 

Statutes and regulations enacted subsequent to .Arthur .Anderson’s indictment pursuant to 
the authority of the Sarbanes-Oxley Act (“SOX”) imposed provisions of the law' 
regarding an auditor’s requirement to retain audit records and work papers. These 
provisions are described below. 

Section 1519 of Title 18, which was added by' SOX, addresses the destruction or 
alteration of documents in federal investigations and bankruptcies. It provides in relevant 
part: 
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whoever knowingly alters, destroys, mutilates, conceals, covers up, 
falsifies, or makes a false entry in any record, document, or tangible object 
with the intent to impede, obstruct, or influence the investigation or proper 
administration of any matter within the jurisdiction of any department or 
agency of the United States . . . shall be fined under this title, imprisoned 
not more than 20 years, or both. 

Unlike the statute that Arthur Andersen was charged under, this statute does not contain an 
element of “corraptness.” 

Conversely, SOX also added Section t5l2(c), w'hich is directed towards an individual who 
“corruptly - alters, destroys, mutilates, or conceals a record, document, or other object, or 
attempts to do so, with the intent to impair the object’s integrity or availability for use in an 
official proceeding; . . Again, unlike the statute at issue in the .Arthur Andersen prosecution, it 
does not contain an element of “knowingly.” 

Furthermore, SOX also enacted Section 1 520 of Title 1 8 entitled "Destruction of Corporate 
Audit Records.” Section (a)(1) requires that auditors maintain all audit or review work papers for 
a period of 5 years from the end of the fiscal period in which the audit or review concluded. 
Section (a)(2) authorized the SEC to promulgate rules and regulations relating to the retention of 
broad categories of audit documents. Consistent with that delegation of authority, the SEC 
amended Regulation S-X by adding 17 C.F.R. Section 210.2-06, addressing the retention of audit 
and review records ("Retention of Records Relevant to Audits and Reviews. ” Release Nos, 33- 
8180, 34-47241, and IC-25911 (January 24, 2003), available at www.sec.i^ov.'rules/final/33- 
8180.htm') . This regulation, effective on March 3, 2003. requires that audit and review 
documentation be retained for 7 years. Knowing and willful violations of this regulation are 
punishable by a fine, imprisonment for not more than 10 years, or both. 

Finally, the Public Company .Accounting Oversight Board (“PCAOB”) was required by Section 
103(a)(2)(A)(i) of SOX to adopt an auditing standard that required accounting firms registered 
with it to retain a broad category' of audit and review' papers for a period of time not less than 7 
years. Consistent W’ith this directive, the PCAOB included a requirement that such documents be 
maintained for 7 years (.Auditing Standard No. 3, “.Audit Documentation,” para.l4). This 
standard is enforceable by both the PCAOB and the SEC. 

In sum, as a result of SOX, there now exist several additional legal provisions that require 
auditors to retain audit and work papers, and which could form the basis of a criminal 
prosecution in the event of similar conduct today. Given these provisions, the precise issue that 
led to the Supreme Court’s decision to vacate Arthur Andersen’s conviction is unlikely to arise 
again. 

2. Would greater civil and/or criminal penalties better deter abuse? (Division of 
Enforcement) 

With the Insider Trading Sanctions Act of 1984, the Securities Enforcement Remedies and 
Penny Stock Reform Act of 1990 (“Remedies Act”), and more recently, the Sarbanes-Oxley law. 
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Congress has provided the Commission with significant flexibility in determining when to 
impose a civil money penalty, and how much of a penalty to impose. In setting penalties, the 
Commission considers the Remedies Act’s three-tier penalty guide and other core factors, such 
as the type of violation, degree of harm to investors, and whether the wrongdoer is a recidivist. 
This framew'ork provides the Commission the flexibility it needs to tailor penalties to the 
seriousness of the wrongdoing. Determining the size of the money penalty is a vital step in 
achieving the desired deterrent effect under the securities laws, especially in light of the 
exponential growth of our capital markets in the past decade. The combination of strong 
enforcement of the law and the tailoring of significant and meaningful remedies such as money 
penalties, disgorgement and bars from the securities industry, all serv^e to better deter abuse. 

A coordinated approach between the Commission and the criminal authorities also serc'es to 
deter abuse. The Commission strives to w'ork closely with criminal authorities where 
appropriate, especially in the more egregious cases. In fact, the Commission coordinated with 
criminal authorities in 131 cases in FY 2003, and 159 cases in 2004. 

3. Does the SEC encounter any difficulty in obtaining documents, such as emails, during 
its examinations? (Office of Compliance Inspections and Examinations) 

To address this question it would be helpful to provide some background on the Commission's 
expectations on the production of electronic records. In 2001 the Commission proposed to 
require investment advisers to produce required records that are maintained in an electronic 
format within one business day of examiners’ requests ("Electronic Record Keeping by 
Investment Companies and Investment Advisers, ” Release Nos. IC-24890 and IA-1932 (March 
13, 2001) 66 Fed. Reg. 15369, 15373 (March 19, 2001)), available at 

www.sec..t!ov.’iules.'pr opused.''ic-24 8 90.litin . Ultimately, however, the Commission decided not to 
adopt this approach. Instead, the Commission required advisers to provide such reports 
“promptly.” The Commission said: 

We are not adopting a proposed amendment that would have stated that records are to be 
provided in no case more than one business day after a request. Some commenters were 
concerned that such an amendment could preclude funds and advisers from reaching an 
accommodation with the examination staff to produce certain documents immediately 
and other documents that are not immediately accessible, on a delayed basis. We agree 
that such arrangements w'hen entered into and performed in good faith by funds or 
advisers can facilitate the examination process. While the "promptly" standard imposes 
no specific time limit, we expect that a fund or adviser w'ould be permitted to delay 
furnishing electronically stored records for more than 24 hours only in unusual 
circumstances. At the same time, w'e believe that in many cases funds and advisers could, 
and therefore will be required to, furnish records immediately or within a few hours of 
request. ("Electronic Recordkeeping by Investment Companies and Investment Advisers," 
Release Nos. IC-24991 and L‘k-1945 (May 24, 2001)(adopting Rule 204-2(g)(2)(ii) under 
the Investment Advisers Act) 66 Fed. Reg. 29224, 29225 (May 30, 2001), available at 
WWW . sec. gov/niles.'final .'' ic-2 4991.htm . 


3 



86 


The Commission has made similar statements with respect to broker-dealer’s production of 
records during examinations. Much like the production of adviser records, broker-dealers’ must 
furnish their records “promptly” upon request. Rule 17a-4(j). When the Commission adopted 
this standard, it indicated that it expected “promptly” to mean “almost immediately” ("Broker- 
Dealer Recordkeeping and Preservation Requirements, ” Release No. 34-19190 (October 29, 
1982)). Specifically, the Commission said: “In many, if not most, instances the rule generally 
will require the broker-dealer to turn over copies of the required records almost immediately. 

The time to turn over the records will, however, in all cases, depend on the particular 
circumstances” Id. at n. 4. 

To implement the Commission’s stated expectations, examiners generally expect that firms will 
provide electronic communications almost immediately, and that they will not furnish electronic 
records for more than 24 hours “only in unusual circumstances.” Nonetheless, in particular 
circumstances, such as where the records are not immediately accessible, examiners may agree 
to longer production schedules. These agreements often lead to “rolling productions” in which 
electronic communications are produced to examiners according to an agreed-upon schedule. A 
rolling production schedule also allows the firm time to have counsel review selected emails for 
possible claims of attorney-client privilege. In most cases, examiners and the firm are able to 
devise an appropriate and timely schedule for the production of emails. 

While most examinations proceed in an reasonable and timely fashion, unfortunately, some firms 
seek to delay unreasonably or otherwise interfere with the production of electronic records. 
Examiners are alert to any indication that a production is being made in less than good faith. In 
addition, the Commission has taken enforcement actions against firms and individuals that: 

• destroyed emails instead of producing them to the staff; see In the Matter of Schield 
Management Company and Marshall L. Schield, Initial Decision Release No, 284 (May 
24, 2005)(ALJ decision in adjudicated administrative proceeding), available at 
w\ vw.sec.g ov.-'litigatinn,’ alidec/id284bpm .htin. 


• failed to produce emails to the staff in a timely manner; see In the Matter of Strong 
Capital Management, Inc,, Strong Investor Services, Inc., Strong Investments. Inc., 
Richard S. Strong. Thomas A. Hooker. Jr. and Anthony J. D 'Amato, Release Nos, 34- 
49741. IA-2239, and IC-26448 (May 20. 2004), available at 
ww\v,sec.gov /'liiigalionkadmm,- 3 4-49741.htm . and 

• misled the staff about the availability of emails requested by the staff; see In the Matter of 
Banc of America Securities LLC, Release Nos. 34-49386 (March 10. 2004), available at 
www.sec.gQv /l itigation /ad min,34-‘'19386.ht !iL 

4. Besides market timing and late trading, are there other mutual fund trading abuses that 
have come to light, for example, instances of brokers receiving undisclosed payments for 
steering investors toward specific funds? (Office of Compliance Inspections and 
Examinations) 
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In 2003, the SEC began to focus its examination resources on the activities and firms that pose 
the greatest risk to investors. Our goal was to develop a more anticipatory approach, in which 
we would focus on emerging or resurgent forms of fraudulent, illegal or questionable activities. 
Risk-targeted examination reviews are a reasonable and effective means of quickly addressing 
risks in the securities industry. The benefit of risk-targeted reviews in promptly identifying 
emerging trends and compliance problems has already been demonstrated. For example, as a 
result of coordinated reviews of both mutual funds and the broker-dealers that distribute their 
shares, we found that fund assets were increasingly being used to pay broker-dealers for “shelf 
space” and that disclosure of these practices w'as sometimes poor or non-existent. The SEC 
brought several enforcement actions, adopted new rules restricting funds’ ability to use 
brokerage for distribution and is considering improved “point of sale” disclosure to customers. 
See, e.g. hi the Matter of Edward D. Jones & Co., L.P., Release Nos. 33-8520 and 34- 
50910(December 22, 2004), available at w ww.sec.gov.lit iga tion/adm in/33-8520.htm. In the 
Matter of Franklin Advisers, Inc. and Franklin/Templeton Distributors, Inc., Release Nos. 34- 
50841, IA-2337, and I C-26692( December 13, 2004) available at 

www.sec.eov.4itieation.adr nin.'34 -50841. “Prohibition on the Use of Brokerage Commissions to 
Finance Distribution, ” Release No. IC-2659l(September 2. 2004) available at 
w ww. sec.eov 'n.iles/final'ic-2659 1 .htnt and “Point of Sale Disclosure Requirements and 
Confirmation Requirements for Transactions in Mutual Funds, College Savings Plans, and 
Certain Other Securities, and Amendments to the Registration Forms for Mutual Funds, ” 

Release Nos. 33-8544, 34-51274, IC-26778 (February 28, 2004) available at available at 
ww w.sec. g ovTT.l£s/pi 'o posed ' 33-S54 4.litiii In another e.xample, we recently completed a risk- 
targeted review of pension plan consultants. We found significant conflicts of interest and 
inadequate disclosure of those conflicts and released a public report describing what we found. 
See “Staff Report Concerning Examinations of Select Pension Consultants, ” (May 1 6, 2005), 
available at www .sec.gov/ne ws/studies.'pens i oiiexamstudv.pdf In both of these situations, and 
in others, our examinations have revealed significant compliance problems involving mutual 
funds and advisers. 

5. Widespread mutual fund trading violations were first deteeted and acted on by state 
regulators, not the SEC. Why did the SEC miss these trading abnses and what steps has it 
taken to better detect and deter them? Can you provide assurance that these abuses are 
now under control? (Office of Compliance Inspections and Examinations) 

Tn 2003, following a tip, the New York Attorney General began investigating market timing 
abuses by several market participants. Shortly thereafter. Commission examiners and 
enforcement staff began a large-scale investigation which revealed the size and extent of the 
problem in the industry. Prior to 2003, the Commission staff did not identify indications of the 
secret arrangements that some market timers had with some mutual funds. These arrangements 
were collusive, non-disclosed agreements allowing the market timer to engage in trading that 
deviated from the fund’s policies and procedures or disclosed policy with respect to the 
frequency of trading, and were often evidenced in e-mail communications. Prior to 2003, SEC 
examinations of mutual funds were focused on activities that appeared to pose the greatest risk of 
compliance problems - in particular, activities that might be designed to overstate the fund’s 
returns or subject investors’ money in the fund to undisclosed risk. This approach was based on 
the fact that fund portfolio managers generally attempt to attract investors by producing strong 
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returns. Examination protocols focused on portfolio management, order execution, allocation of 
investment opportunities, pricing, and calculation of net asset value. Examinations focused on 
the fund itself, and not on trading in the fund’s shares. 

The SEC has enhanced its program for examining mutual funds. Changes include: the 
development and use of risk based examinations; reviewing e-mails during examinations; more 
frequent examinations of higher risk firms; a surveillance program under consideration for funds 
and advisers; and other program changes (described in more detail in the testimony of Lori A. 
Richards, before the Subcommittee on Commercial and Administrative Law on June 7, 2005). 

Importantly, the SEC has significantly enhanced the governance of investment companies and 
strengthened their compliance abilities by adopting some new rales. In the wake of the mutual 
fund enforcement actions involving late trading, market timing, and the misuse of nonpublic 
information about fund portfolios, the Commission deteiruined that many of these failings could 
be attributed to a serious breakdown of management controls. Recognizing that the fund boards, 
and especially independent directors on fund boards, are responsible for overseeing all 
operations of the fund, the SEC adopted new fund governance rales that were designed to give 
more authority to directors that are independent of the funds management teams. See, 

" Investment Company Governance, ’’ Release No. lC-26520 (July 27, 2004), available at 
www.sec.gov.'rul es. fina l' i c-26520. htm. 


As a compliment to the governance rule, the SEC adopted a rule that requires investment 
companies and investment advisers to have written compliance policies and procedures 
reasonably designed to prevent violations of the federal securities laws. These policies must be 
reviewed annually for their effectiveness and the firms must designate a chief compliance officer 
who reports directly to the fund board. The rule fosters a strong compliance culture that is 
essential to institute and enforce a strong system of controls that prevent securities laws 
violations and protect the interests of shareholders and clients. The authority of fund boards to 
control management and fund operations is strengthened when the chief compliance officer 
reports directly to the fund board. See, "Compliance Programs of Investment Companies and 
Investment Advisers, " Release Nos. LA-2204 and lC-26299 (December 1 7, 2003), available at 
www.scc.gov'ruies’final ia-2204.htni 

6. In one instance, the SEC received a tip that market timing abuses were occurring at one 
fund company, yet the SEC did not act on it. Instead, the tipster went to a state regulator, 
who subsequently opened an investigation. What steps has the SEC taken to improve its 
tip-handling process? (Division of Enforcement) 

The SEC staff received information concerning market timing by fund customers in early 2003, 
reviewed the information, and concluded that there were no indications of violations of the 
federal securities laws. Several months later, SEC staff received a separate tip involving 
different information - that the fund insiders were themselves market timing the fund. The SEC 
rapidly investigated this conduct and in October 2003 fded an enforcement action against the 
fund firm involving abusive trading by insiders. 
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The SEC receives thousands of complaints and tips each year, and views these communications 
as a very valuable source of informatbn and leads with respect to violative conduct. The SEC 
has adopted procedures designed to ensure stringent review and oversight of the way fraud- 
related complaints to the Enforcement Division are handled. These procedures for handling 
complaints, tips, and refeirals apply to all enforcement staff and require staff receiving 
complaints, tips or referrals regarding potential illicit conduct to confer with supeiwisors about 
appropriate handling, respond to complainants, and add information about the complaint and the 
complainant, including the actual or recommended disposition of the complaint or tip, to a 
dedicated database. Senior Enforcement staff review the database periodically. T o date, more 
than 3,600 investor complaints are documented in the agency’s growing database. 

7. While the penalties the SEC has obtained in the mutual fund trading abuse settlements 
are generally higher than what the SEC has obtained in past settlements, the investment 
advisers involved included some of the most prominent and wealthiest in the industry. 

Does the SEC consider these penalties high enough to provide effective deterrence? What, 
if anything, precludes SEC from seeking higher penalties? (Division of Enforcement) 

We believe that the totality of the remedies obtained in the market timing/late trading cases send 
a compelling and effective message of deterrence. In total, the Commission has obtained orders 
for more that $2.2 billion in these cases. Money penalties are an important component in the 
package of remedies that serve to deter future violations of the securities laws. Once the 
Commission determines that it is appropriate to seek a money penalty, it strives to tailor the size 
of the penalty to the seriousness of the violations. In addition to determining the size of the 
penalties, the Commission carefully considers the appropriateness of imposing other significant 
remedies, such as disgorgement and undertakings. The totality of the remedies obtai ned in a 
case, and the specter of reputational damage, send a compelling message of deterrence to the 
parties in the case, as well as other potential wrongdoers in the industry. 

The current statutory' framew'ork provides the Commission with strong tools with which to seek 
tailored and appropriate penalties in enforcement actions that warrant penalties. The 
Commission’s authority to determine whether to impose a penalty and to set the amount of a 
penalty is in Section 21(b)(3)(A) of the E.xchange Act, Section 203(h) of the Investment 
Advisers Act, and Section 9(d) of the Investment Company Act. The Commission has the ability 
to seek and impose penalties in administrative proceedings against entities and persons directly 
regulated by the Commission, such as broker-dealers or investment advisers, or in federal court 
actions against any entity or person. In determining the maximum amounts for penalties, these 
sections provide standards for setting first tier (non-fraud), second tier (fraud), and third tier 
(fraud plus substantial losses or significant risk thereof) penalties. 

In district court actions the Commission may impose penalties up to the greater of either the 
defendant’s pecuniary gain resulting from violation or an amount within the three-tier 
framework. In accordance with the Debt Collection Improvement Act of 1996, the Commission 
has adopted rules that adjust for inflation the maximum amount of the penalties set forth in the 
statutes. Currently, for both district court and administrative proceedings, the three tiers of 
penalties and maximum penalties for each tier are; $6500 for a natural person and $65,000 for 
any other person for first tier penalties; 65,000 for a natural person and $325,000 for any other 
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person for second tier penalties; or $ 1 30,000 for a natural person and $650,000 for any other 
person for third tier penalties. The maximum penalty may be assessed “for each violation” (in a 
district court action) or “for each act or omission” giving rise to the penalty (in an administrative 
proceeding), .^n important step in determining the size of the penalty is consideration of the 
number of “violations” or “acts or omissions” that have been committed by the wrongdoer. The 
statutory framework allows a significant degree of flexibility in determining what constitutes a 
“violation” or “acts or omissions,” and as a result, a wide range of maximum penalties are 
available. In addition to considering the three statutory tiers, the Commission may further tailor 
the size of the penalty by considering factors such as the type of violation at issue, the harm that 
the conduct has caused to the public, and w'hether the wrongdoer is a recidivist. 

8. Of the approximately $2 billion of penalties and disgorgement imposed for the market 
timing and late trading violations, how much has been collected? How much of this has 
been returned to investors? Could you describe how this was done for the mutual fund 
investors affected by the market timing and late trading violations? (Division of 
Enforcement) 

Of the $2,130,813,151 ordered to be paid in penalties and disgorgement imposed for the market 
timing and late trading violations, $1,951,038,278 has been collected. The remaining balance of 
$180,079,347 to be paid in penalties and disgorgement is a result of payment plans established 
for the specific parties. For example, the final payment of $ 1 61 ,342,466 for Invesco Fund 
Group, Inc. is not due to be paid until December 31, 2005. 

Monies Collected have not yet been returned to the investors. The primary goal of all 
Commission enforcement actions is to deter and penalize securities law violators, and thus the 
Commission continues to prosecute the entities and persons responsible for market timing and 
late trading violations. Now that money has been collected in the market timing and late trading 
cases, the Commission’s enforcement staff is dividing its resources into prosecuting new' cases 
and returning funds to defrauded investors, as further described below. 

The Commission is committed to promptly and fairly distributing the monies it has collected in 
the mutual fund market timing and late trading cases to the harmed investors. To that end, the 
Commission generally uses the services of an Independent Distribution Consultant (“TDC”) to 
formulate a distribution plan. The plans must address numerous complex issues including: how 
to measure the extent to w’hich the funds w'ere diluted and the shareholders harmed; how to 
account for monies recovered from third parties through which the market timers acted; how to 
treat investors who no longer hold the subject funds; the de minimis damages amount, if any, 
below which investors will not receive a distribution; tax considerations; and how' to deal with 
omnibus accounts, which are accounts held by' brokers in their names, rather than in the names of 
specific customers, through which the brokers transact business on behalf of all their customers. 

The process for creating the distribution plans has entailed extensive coordination between the 
various IDCs, the Commission staff, and others to ensure that the plan is fair. To date, IDCs 
have not yet submitted final plans to the Co mmi ssion for approval, however it is expected that 
most will do so by the end of 2005. Once the Commission determines that a plan is fair and 
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reasonable, the responsible IDC will notify the affected investors of the settlements, the investors 
will have an opportunity to make claims, and the monies will he returned to the victims. 

9. Many of the settlements with high-ranking individuals involved in the market timing 
abuses included industry bars - some life-time, and others for a few years. How are these 
bars enforced? (Division of Enforcement) 

The federal securities laws authorize the Commission, in its administrative proceedings, to bar 
individuals from association with regulated entities, including broker-dealers, investment 
advisers and investment companies. An individual subject to a bar must obtain Commission 
consent prior to becoming associated with a regulated entity in any capacity prohibited by the 
bar. A bar is a permanent sanction, and even if an individual obtains consent to associate, that 
consent will apply only to emploj'ment by a specific employer in a specific capacity. The 
Commission often enters bar orders that contain a proviso that an individual may make 
application for consent to associate after a specified period of time. However, the bar does not 
expire at the end of that time, and the Commission may still exercise its discretion to deny 
consent if, for example, it finds that the individual has engaged in misconduct since imposition 
of the bar or that the proposed employer’s supervision would be inadequate. 

The federal securities laws make it unlawful, absent Commission consent, for a barred individual 
to associate with a regulated entity in violation of a bar, and for a securities industry' firm to 
employ that individual in violation of the bar. A bar is also a “statutory disqualification” under 
the Securities Exchange .Act that self-regulatory organizations must consider prior to allowing an 
individual to become or remain an associated person of a member firm. Violations of the bar 
may be remedied in federal court by seeking an injunction from further violations, or by seeking 
to convert the administrative order into a judicial order in civil proceedings pursuant to Section 
21(e) of the Securities Exchange .Act. In appropriate cases, the Commission may institute 
proceedings to impose additional administrative sanctions such as cease and desist orders or 
more stringent bars, {See, e.%., SEC v. Steven M. Boila, et ai, Litigation Release No. 1 8837 
(Aug. 18, 2004) (injunction for violation of bar); In the Matter of Steven M. Boila, et. al.. 
Securities Exchange Act Release No. 50222 (.Aug. 20, 2004) (bar from association with any 
broker, dealer or investment adviser imposed for violation of earlier bar from association with 
any investment adviser that had contained proviso permitting application for consent to associate 
after five years); In the Matter of Patrick J. Rooney and Adrian Antonin Alexander, Securities 
Exchange .Act Release No 44414 (.Tune 13, 2001) (cease and desist order issued for violation of 
bar orders; bars w’ere also imposed upon the respondents to replace prior bars that contained a 
proviso permitting application for consent to associate after specified periods). 

10. G AO recommends that the SEC begin documenting criminal referrals and the post- 
employment plans of departing staff. Why hasn’t the SEC’s criminal referral and exit 
process included these documentation procedures? W hat steps has the SEC taken to 
address G.AO’s recommendation? (Division of Enforcement and Office of Compliance 
Inspections and Examinations) 

The process by w'hich the SEC has referred most matters to criminal authorities has been 
informal, yet successful. We view criminal prosecutions as essential to providing appropriate 
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deterrence in certain cases, and work with criminal authorities to effectively enforce the federal 
securities laws. In fiscal 2003, we brought 131 cases related to criminal proceedings; in 2004 we 
brought 1 59 such cases, and as of May 2005, 47 such cases. In the mutual fund market timing 
and late trading area, we coordinated extensively w'ith criminal authorities. In fact, criminal 
authorities were aware of all Commission cases in that area. Of course, even highly effective 
processes can be improved. 

GAO has recommended that we document informal referrals to the criminal authorities. We are 
converting our investigation opening form to aw'eb-hased application, w'hich w'ill provide for 
documentation of informal referrals to criminal authorities. By modifying the form, we will 
record the types of matters that are informally referred to criminal authorities and provide the 
reasons for the referral. 

With respect to the post-employment plans of departing staff, the SEC provides training and 
guidance to its staff on federal laws and regulations regarding employment with regulated 
entities. We require former staff to notify the SEC if they plan to make an appearance before the 
agency, which includes dealing w'ith SEC examiners. In the past, the SEC did not require 
departing staff to report where they planned to work. The SEC did not track post-employment 
information for several reasons. The agency’s ethics training program made the staff aware of 
employment related restrictions. With respect to SEC e.xaminers. they were and are prohibited 
from discussing employment with any firm during the pendency of an examination. 

Nevertheless, the SEC has taken several additional steps to educate employees concerning post- 
employment restrictions and concerns regarding possible conflicts of interest. The SEC 
increased the number of ethics liaisons in the examination program, particularly in the field 
offices, developed enhanced training for ethics officials, and is planning more frequent training 
for all the exam staff In addition, the SEC is developing a more formalized exit procedure for all 
departing staff that w’ill include asking for the identity of their new employer, so line managers 
and others can follow-up on any conflicts with the employee’s past work at the SEC. 

11. Professor Zitzewitz suggests that a better first step for the SEC would be to set and 
enforce standards for fnnd valuation that would substantially eliminate any arbitrage 
opportunity. What is your response? (Division of Investment Management) 

The Investment Company .Act requires funds to calculate their net asset values using the market 
value of portfolio securities w’hen market quotations are readily' available. If a market quotation 
for a portfolio security is not readily available, or is unreliable, the fund must establish a “fair 
value” for that security', as determined in good faith by the fund’s board. Fair value pricing can 
minimize market timing and eliminate dilution of shareholders interests. The Commission and 
its staff have articulated standards to be follow'ed in lair value pricing in several settings, 
including: Accounting Series Release No. 1 18 (1970), and a letter to the Investment Company 
Institute (April 30, 2001). In addition, in the release adopting new compliance procedures for 
mutual funds, the Commission reiterated the obligation of funds to fair value their securities 
especially under certain circumstances to reduce market timing arbitrage opportunities. See 
“Disclosure of Market Timing and Selective Disclosure of Portfolio Holdings, ” Release nos. 33- 
8408 and IC-26418, (May 28, 2004)(adopting release) available at ww\v.sec.gov.-'' n]ies.T’in3l.’''3 3- 
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8408.htm . Finally, the Commission has taken enforcement action against advisers that have 
engaged in improper pricing, see, e.g. In the Matter of Garrett Van Wagoner and Van Wagoner 
Capital Management, Inc,, Release Nos. IA-2281 and lC-26579 (August 26, 2004), available at 
www.sec.gov/litieation/admin/ia-228 1 .htm . 

12. In his prepared statement, Professor Zitzewitz made the following statement: 

[WJhile the GAO compares the size of the penalties to those in previous 
enforcement actions, an additional relevant comparison would be to the 
magnitude of shareholder dilution in each case. In Canada, the Ontario Securities 
Commission made public its estimate of shareholder dilution when each 
settlement was announced (it was generally about twice the settlement fignre). It 
would seem reasonable to ask that the SEC do the same. Not that doing so would 
presumably not influence the outcome of any private litigation, since the litigants 
are very likely to obtain this information, if they have not already. It would, 
however, inform the public’s evaluation of the fairness of the settlement process. 

What is your response to this statement? (Division of Enforcement) 

In constructing a fair and appropriate settlement package, the securities laws afford the 
Commission the necessary flexibility to take a case-by-case view of the facts and circumstances 
of each case. The fairness and strength of a settlement also stems from consideration of the 
particular conduct at issue. In the market timing cases, the Commission considers shareholder 
dilution, in itself one measure of shareholder harm, a factor in the consideration of disgorgement. 
In addition to disgorgement, a meaningful settlement package typically includes, as appropriate, 
other remedies, such as penalties, undertakings and bars or suspensions from the securities 
industry. The Commission tends to refrain from identifying a single dilution figure in the public 
filings relating to the settlement of market timing cases, but rather focuses on the totality of the 
settlement package. Remedies such as the amount of penalties, disgorgement and the nature of 
other sanctions contained in settlement packages tend to lend themselves to relevant and 
reasonable comparisons of enforcement actions. 

Consideration of the magnitude of shareholder dilution allows fora wide range of estimates of 
dilution to fund shareholders by abusive traders which may be available for the Commission’s 
consideration at the time that a settlement is negotiated. This range is attributable to the many 
variables that may have an effect on the dollar value of particular estimates of dilution. Variables 
include the overall method of estimation employed, the time period used to encompass abusive 
trading that is subject to analysis, and the specific trades during that period that are analyzed. 

For example, one estimate may cover a year or tw'o and another several y'ears. In addition, one 
estimate may incorporate a very large set of analyzed trades within a given period of time and 
another estimate a smaller set of trades in the same period. In some cases, the settlement amount 
has equaled or exceeded estimates of dilution, in other cases it has not. In one case. Alliance 
Capital Management, the Commission’s Order includes an e.xpress requirement that, if the 
measure of shareholder losses exceeds $200 million, Alliance is required to pay additional 
disgorgement to cover investor losses. In any event, most of the settlements require the 
respondents to retain consultants to formulate plans for distribution of the money to shareholders 
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to compensate for losses. These distribution plans will be public and will reflect analyses of 
shareholder harm in that case. In sum, in light of the many variables at play in calculating 
shareholder harm, and in consideration of the importance of the totality of the settlement 
package, focus on one estimate of shareholder dilution may not necessarily lend itself to accurate 
and relevant comparisons in enforcement actions. 
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Response to post-hearing questions from the Honorable William Francis 
Galvin, Secretary of the Commonwealth of Massachusetts 

MEMORANDUM 


To: Susan Jensen 

From: William F. Galvin, Secretary of the Commonwealth 
Date: July 27, 2005 

Re: Responses to Questions on Secretary Galvin’s Testimony on June 7, 2005 

1. How Did Massachusetts Determine that the Tip on Market Timing Abuses at Putnam 
Was Credible? 


The Massachusetts Securities Division acted promptly to investigate a tip about trading 
abuses at the Boston-based Putnam mutual fund company. 

The whistleblower in the Putnam case had the hallmarks of credibility; the information he 
provided was detailed and plausible. The whistleblower’s job put him in a position to 
know the information he brought to us. Also, he was accompanied by an attorney w'ho 
w'as experienced in securities issues. Moreover, the w'histleblower specifically outlined 
how the fund Putnam’s compliance procedures were being ovenidden or ignored. Based 
on this specific and credible information, the Securities Division promptly commenced a 
focused investigation. 

The Massachusetts Securities Division acted immediately on this credible tip. 

2. Cooperation Betw'een the States and the SEC. Cooperation between the states and the 
SEC is improving both in the areas of mutual fund trading abuses and on the general 
oversight of the securities industry. 

We believe that a diversity of regulators (state and federal) and a measure of competition 
among regulators in the area of enforcement is a healthy way to avoid the dow'nsides of 
routine regulatory procedures and established decisions about policy implementation. 

The SEC’s regulatory monopoly in areas relating to mutual funds allow'ed many 
problems to persist. The states were able to see that practices that had become 
established in many segments of the industry were abusive, and harmful to the Interests 
of investors. 

3. Do the Problems at the SEC Stem from a Lack of Resources or Staffing? The staffing 
and budget of the SEC have not kept pace w'ith the explosive growth the financial 
industry and of mutual funds. Mutual fund investing is a pillar supporting many families’ 
retirement and savings plans. The resources dedicated to the regulation of the mutual 
fund industry should reflect both the large scale of the industry and the fact that a 
majority of small investors and savers simply must do at least a portion of their investing 
and saving through mutual funds. 

We cannot ignore the fact that the mutual fund industry is wealthy and powerful. In the 
recent past, the industry seems to be have been able to intimidate the SEC from talcing 
strong regulatory initiatives. A related problem is that it is possible for regulators to 
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become too close to the industry they are supposed to regulate -the revolving door 
phenomenon of former regulators going to work for the industry contributes to this 
problem. 

In the instance of market timing trading abuses, the SEC had taken the view that market 
timing was probably a rare problem, and a problem that would be self limiting, since 
market timing trades would hurt fund performance. In practice, market timing abuses 
were widespread. Many fund companies used market timing practices as a way to 
increase the amount of assets under management, thereby increasing management fees 
for fund sponsors. 

4. Interstate Compact. 

Massachusetts is interested in exploring means by which the states can best coordinate 
fraud investigations and enforcement actions, which will result in better investor 
protection. An interstate compact may be a way to accomplish that. 

Massachusetts is prepared to ask the North American Securities Administrators 
Association (“NASAA”) to examine the value of having the states enter into a compact 
for the implementation and enforcement of their securities laws. We note that the 
creation of a compact relating to securities law among a large number of the states will 
involve issues of state administrative law and state policy that have not yet been broached 
with our counterpaits among the states and that it will require action by the state 
legislatures. 

5. Professor Zitzewitz urges that an estimate of the value of losses suffered by 
shareholders (“the magnitude of shareholder dilution”) be provided by the SEC when it 
settles an enforcement case. 

On the whole, the Massachusetts Securities Division supports requiring this disclosure, 
which will provide additional transparency regarding SEC regulatoiy settlements. 1 
believe that an estimate of shareholder losses would be quite telling, particularly in 
instances like the securities analyst cases, which affected the portfolio holdings of 
millions of investors, in that instance, the estimates w'ould provide support for very 
substantial fines and other strong remedies. 

However, this yardstick must be used with caution. Some abuses may create limited 
dollar damages, but may reflect fundamental breakdowms in the obligations of financial 
companies to deal fairly with their customers. Such cases are not trivial, and they call for 
strong sanctions, even if the damages that can be quantified are comparatively small. 
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Response to post-heahing questions from Eric W. Zitzewitz, 
Stanford Graduate School of Business, Stanford, California 


Replies to follow-up questions 
Eric Zitzewitz 


I Your 2002 study estimated that market timing in certain funds resnited in 
about $5 billion in annual losses to shareholders, and raised the possibility 
that investment advisers did not always act decisively to control such risks 
because they were benefiting financially from permitting frequent trading, as 
turned out to be the case. 

To what extent was your study made available to the public? For example, 
did you share your findings and proposed recommendations in public forums 
such as conferences or panels attended by industry representatives as well as 
federal regulators? 

I wrote and circulated the first draft of my paper on stale price arbitrage in 
January 2000,' but the features of the paper you mention were all first added in a 
March 2002 version.^ The March version of the paper was posted to both my 
Stanford website and the Social Science Research Network ('wvi.w.ssrn.com l. 
SSRN sends weekly email summaries of new papers in specific fields; most 
economists in academia subscribe, as do many in industry and government. 

SSRN is the probably the most common vehicle for early dissemination of 
research, especially in financial economics. 

In June 2002, the Stanford media office wrote a .summar y' of my paper, which 
they published in the Stanford Business alumni magazine and released to the 
press. This generated some immediate press coverage, including stories on CBS 
Marketwatch . in Investment News, and on Ignites, com. Stories in the online 
versions of Business Week (December 2002) and Forbes (March 2003) also 
discussed my paper. 

As a new assistant professor (I started at Stanford in July 2001), I did not receive 
as many invitations to conferences, especially industry conferences, as I do now. 

I did however give a version of my paper at a conference organized by the Mutual 
Fund Education Alliance for the Intermediary Distribution Council in Chicago in 
September 2002. I also presented my research at a breakfast in New Y ork 
organized by FT Interactive Data in October 2002. ' 

I should mention that my paper was one of at least 6 that discussed stale price 


' The original version was tilled “Daily Net Asset Value Predictabilily and the Associated Trading ProTrl 
Opportunity.” 

“ I revised the March version based on referees' comments and circulated a new version in October 2002. 
This version was published in the Journal of Law, Kconomics, and Organization in their October 2003 
issue. 

^ As I have mentioned elsewhere, after I circulated the first draft of my paper in 2000. 1 was contacled by 
Interactive Data and began helping them build their fair value pricing model for international equity. 
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arbitrage prior to September 2003. These other papers were mostly written in late 
1999 or early 2000 and were published in journals in 2001-2 (see footnote 4 of 
my testimony for a list). Of these, Greene and Hodges (2002) also estimated 
shareholder dilution using the same dataset I used but an earlier time period and 
slightly different methodology, finding dilution rates for 1998-99 that were about 
half of what I found for 200 1 . 

TIow responsive was SEC to the concerns that yon raised? 

Prior to September 2003, 1 had very limited contact with the SEC. I had heard 
from other authors that they had met with the SEC to discuss their papers, and so I 
made no special effort to contact the SEC directly about my stale price arbitrage 
paper. I did discuss the issue briefly with a junior SEC economist I met at a 
conference in April 2002. 

T also helped Interactive Data draft a series of notes about fair value pricing, some 
of these notes referred readers to my papers on my website. These notes were 
circulated throughout the industry, including to regulators. 

After I circulated my paper on late trading in September 2003, 1 was contacted 
almost immediately by the SEC and discussed the paper in a conference call with 
a group of SEC economists. I was invited to give a seminar at the SEC in April 
2004, and I then met and discussed my research with many of the SEC’s 
economists. 

2. Do you believe market timing and late trading have diminished since 
September 2003? What are your views ou SEC’s actions to curb these 
abuses? Arc any other steps necessary? 

As I mentioned in my testimony (footnote 7), the industry is now making much 
greater use of fair value pricing, significantly reducing the arbitrage opportunity 
in international funds. In the sample of funds for which I have access to daily 
flow data, shareholder dilution due to market timing has fallen from a peak of 
over one percent of assets per year to below 0.05%. I also no longer find 
evidence of late trading in the data."* 

Despite this progress, there are still some remaining issues. On average, only 
about 70 percent of the predictability in international fund net asset values 
(NAVs) is being removed via fair value pricing. Some funds are using fair value 
less frequently than I would advise. In addition, many funds use relatively simple 
models to make their fair value adjustments; theoretically, arbitrageurs with better 
models could earn profits at the expense of these funds. 


I should caution that these statemetrts are based on data from funds willing to share their data with 
TrimTabs (about 10-15 percent of funds by assets). K there are funds with ongoing tuning or late tradmg 
issues, one would suppose that are unlikely to be the ones w'ho share their data. 
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More importantly, valuation issues exist outside of international equity. The most 
important is in bond funds. Certain types of bonds, such as convertible, high- 
yield, and municipal bonds, trade very infrequently and with very wide bid-ask 
spreads. This means that fund NAVs do not fully reflect recent market 
movements, creating a trading opportunity similar to the one in international 
equity. Ironically, the improvement in the valuation of international equity funds 
means that bond funds are now among the most arbitrageable. There is some 
evidence that arbitrage activity in these funds has been increasing recently, 
although it is still at very low levels. As I mentioned in my testimony, my 
impression is that the industry' is aware of these issues, but is waiting for the 
guidance on valuation promised by the SEC. 

In general, my view is that the SEC has taken a number of positive steps to 
address both the specific issues of stale pricing and late trading and the 
contributing issues in fund governance. My research showed that funds w'ith 
more independent directors were more likely to have taken steps to limit stale 
price arbitrage; prior research has shown that these funds also have lower 
expenses.^ While these correlations do not necessarily imply that mandating 
independent chairs and more independent directors will lead to better governance, 
this seems to me like a reasonable expectation, for commonsense as well as 
theoretical reasons. 

As I mentioned in my testimony, my main critique of post-2003 SEC policy is 
that the direct response to the market timing issue has thus far focused on limiting 
trading as opposed to improving fund valuation. 


3. Please explain the basis of your estimate that approximately S5 billion was 
lost annually as a result of market timing abuses. 

When an investor buys shares in an open end mutual fund, he or she is essentially 
trading with the fund. When the investor buys, new shares are created, and the 
investor’s cash is added to the assets of the fund. Likewise, when shares are 
redeemed, cash is taken from the funds assets and paid to the redeeming investor. 
The “price” of a fund’ s shares is set by calculating the value of its assets and 
dividing by the number of share outstanding; this is called the net asset value 
(NAV) per share. 

For this system to work, it is crucial that the fund’ s assets be valued correctly. 

The problem with current fund valuation methods is that they under-reflect recent 
market movements. This means that, on a day in which markets have risen, a 
“market timer” can predict that a fund’s NAV will be below the true value of its 
assets. If timers buy funds on days that they are underpriced and sell when they 
are overpriced, they will be depositing too little cash into the fund when they buy 


^ Tulano, Peler and Matthew Sevick. ‘Board Structure And Fee-Setting In The U.S. Mutual 
Fund Industr}'," Journal of Financial Economics, 1997, v46 (3 .Dec), 321-355. 
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and withdrawing too much when they sell. This is the primary way in which 
long-term shareholders’ returns are reduced and the one I focused on in my 
calculation.® 

Tn order to calculate the dilution of shareholder returns a given day, you simply 
need to calculate the difference between the actual NAV and the fund’s true value 
and then multiply this by the number of shares purchased that day. To calculate 
the true value per share of a fund on a given day, I use a fair value pricing model 
that corrects for stale pricing in the same way that the models used by industry 
make the correction. Greene and Hodges (2002) use a different approach: they 
take the next-day NAV of the fund as a proxy. This yields a noisier estimate of 
shareholder harm in a small sample, but roughly the same result as my method in 
a larger sample. 

For the funds my sample, I calculated the amount of dilution on each day, and 
divided this figure by the assets of the fund to get the direct effect of arbitrage on 
the fund’s returns. I then averaged these shareholder dilution rates over time to 
calculate an annualized dilution rate for each fund. Tn 200 1 , for the average 
international equity fund in my sample, I obtained an average annualized dilution 
rate of 1 . 14 percent. 

My sample included only about 10-15 percent of the industry, so to estimate an 
industry-wide figure, I needed to make some assumption about dilution rates 
outside my sample. Although as mentioned above I was worried that funds 
choosing to share data with TrimTabs would have below average dilution, to be 
conservative I assumed that my sample was representative of the industry. There 
were $417 billion in international equity funds in 2001, so a 1.14 percent dilution 
rate implies annualized losses of $4.3 billion. Adding the figures for other asset 
classes led to a total figure of $4.9 billion (see Table 4 of my paper). In most 
media references to my work, this was rounded up to $5 billion. 

Since publishing the paper, I have obtained data for 2000-3 from more funds and 
have now concluded that, counter to my expectation, dilution rates w'ere higher in 
the TrimTabs sample than outside, at least prior to September 2003. I still do not 
have data from all funds, and so have not produced a new formal estimate. My 
best current guess is that dilution during the six-year period of 1998-2003 was 
between $10 and $15 billion across all asset classes. In terms of improving the 
public understanding of these issues, it might be valuable to have the SEC, which 
should have access to data for almost every fund, produce and publicly report a 
more definitive figure. 


’’ In addition, market timers may increase administrative costs or induce the fund to do more trading, 
increasing commissions and oilier transactions costs. While tliese costs are easier for those new to the issue 
to grasp, they arc usually much smaller than the dilution I focus on. 
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4 Would more resources and staffing help the SEC do a better job? 

This is difficult for me to assess as an outsider. As I mentioned in my testimony, 

T believe that, since September 2003, the SEC has been doing a good job on these 
issues. In addition, to the extent that I would criticize their pre-2003 or even their 
post-2003 stance on these issues, I do not think that a lack of resources was the 
primary issue. Adding resources as a substitute for reforms that directly address 
the issues raised in my testimony seems suboptimal. 

That said, since 2003 the SEC has significantly broadened the set ofissues it 
wants its staff to monitor, in investment management as well as in other areas. It 
seems reasonable to expect that doing this well will require more staff and 
resources. In addition, resources may be necessary to facilitate other reforms; 
including those that I advocated in my testimony. 

It is difficult to overstate how crucial the efficiency and fairness of our financial 
services and markets is to the growth of the economy. Even including the 
increases since 2000, the $900 million budget of the SEC is still modest relative 
to its mission. 


o 



